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ABSTRACT 

The volume, a sequel to ^'Economic Policy and 
Inflation in the Sixties" presents the diverse opinions of 
distinguished scholars on developnents in the American economy since 
the institution of direct wage and price controls in August 1971. 
Gottfried Haberler considers the international aspects of recent 
Jnited States inflation. William Fellner organizes his discussion of 
employment goals and overexpansion around manpower problems, 
acceleration and deceleration, "inflationary equilibrium," money 
supply targets, and unemployment. Phillip C&gan analyzes monetary 
policy and provides perspective on previous positive efforts to 
combat inflation under controls. Wage behavior during each of the 
control phases, as related to both average hourly earnings in the 
private nonfarm economy and negotiated wage settlement, is examined 
by Marten Estey. Charles McLure discusses fiscal policy by examining 
Kennedy-Johnson economics, the game plan of gradualism, Nixon's New 
Economic Policy, and the record of that policy. (Author/EA) 



A NEW LOOK AT INFLATION 

Economic Policy in the Early 1970s 



Fhillip^Cagan • Marten Estey * William Fellner 
Gottfried Haberler • Charles E. McLure. }t. 



"0 

N 
0 
0 

lu 

O 



y& DIPAIITMiNTOf HEALTH, 
iOUCATION&WiurAtf 
NATIONAL J^ltlTUTl or 
IDUCATiON 

^HiS OOCUWgJMt HAS ftEE»« «EPRO 
OuCED EJ<*Cttv AS RECEtvED f ROM 

ATifVG IT J>OtNTS 01= VIEW OR OPINIONS 
STAtrO 00 HQ^ fVECESSARtLV REPRE 
SEN^ «^'f IAS. NAT^ONAU iNSTiTu^eor 
f DuCATiON POSITION OR POU'CV 



American Fntcrprise Institute for Public Poliiy Rehparch 




Washington. O. C. 



V 



This volume is presented within the framework of the American 
Enterprise Institute's reseor^h project on economic policy and infla- 
tion, Willi.im I. Fellner, project director. Participants in that project 
who contributed the studies in this Nohmie ar.^ 

Pun nr Ca<;an, profee^sor of economics at Columbia LIniver*?ity 
and adjuHit scholar ot the Amerii an Enterprise Institute. 

Chauhs L. Xkl.i Ri, Allyn and Gladys Cline professor of 
Cionomiis ,ip i finance at Rice University and adjunct scholar of 
the American !"nterprise Institute. 

(iiMinnrn HahiKiiu, Cuilen Stone professor of economics 
(emeritus), Harvard UniversitVr and resident scholar of the 
American Enterprise institute, 

Maumn Estm, profes*^or of mana^;ement and industrial relations, 
The Wl^rton Sihoo!, Unix ersitv of Pennsylvania, and adjunct 
scholar ot the American Enterprise Institute. 

^ViiiiAM ]. TiwwH, Sterling; professor of ewonomiis (emeritus), 
Vale Univeri^ilV/and resident ^iholar of the American Enterprise 
Institute, 



n4^mc*.tK Aftar^ Sfiuiy \7, September I'^^T^ 
ISBN 0^i^447^,M K^^r 

1 ibrofN' t»t C'tMi^;fe^s C^it.ilo^: C\m\\ \umher 73-8770.*^ 

< I^>7.i by AmtTii.m f fitorprise Institute for Public Polity Rose^irch, 1150 Seven- 
teenth Street, \ W., VV.ishin>;tnn, D. C*. Permission tn quote from or to reproduce 
m.iterhiU in thi^ publication k gr^intej when due ♦Siknowledgmcnl is m»3de. 

Pfjtifvd in Uniitii Statv:^ of Ami'ru-a 



THE AMERICAN E^3TERPRISE INSTITUTE FOR PUBUC POLICY RESEAROi 
established in is a publidy supported^ nonpartisAn reseafrh afttJ educational 
orgsnizatioTL It$ purpose is to assist policy nukm, $choiarsi businessmen, the press 
and the public by providing obj<:i:tive analysiii of national and international issues. 
Views expressed in the institist^'s publications are those of the authors and do not 
necessarily reflect the views of the staffs officers or trustees of AEI, 

In*%tihite publics tims take three maf^ forms: 

1* Lf^iftlaHve aiui Special Analyses — balanced analy^ of current legislative pro- 
posals and special policy issues prepared With the help of specialists from the 
academic world and the Helds of law and government. 

Z Studies — in-depth stxidies and monographs about government programs and major 
national and international problems, written by independent scluilats^ 

3« Rational Debates and Sympc^ia — pmceedings of debates, seminars, and confer- 
ences where eminent authorities with contrasting views discuss controvert 
issues. 

ADVlsaKY BOARD 

Paul W, McCracken, Chairman, Edmund Ezra Oay Univcrsifi^ Professor of Business 

Administniti^Ti, Umvcrs^ty of Michigan 

R. H. CoaH!, ProfesBcr of Economics, Universiiy of Chicago 

Miiton Friedman* Paul S, Russ^'U Disiinguisbed Service Professor of Economics, 
University of Chicago 

Gottfried Haberler, Resident Scholar, Amcrioin Enterprise InsHMe for Pnhlk P^k^ 
Research 

C, Lowell Harriss, Professor of Economics, Columbia University 

Paul G, Kauper, Henry M, Butzet Professor of Law, University of Michigm 

George Lenczowski, Professor of PoHHcal Science, Umtfcrsity of Cdifomia, Sirkelcy 

Robert A, Nlisbei, Professor of Sociology and History, University of Atizone 

j^mis A. Robinson, President, Macalcster College 

Joseph T. Sneed,* Dean, School of Law, Duke University 

EXECUTIVE COMMITTEE 

Herman J. Schmidt, Chairman of the Board Richard J. Farreli 
William J, Baroody, President Dean Fit*? 

William G. McClintock, Treasurer 

SENIOR STAFF 

Thomas F. Johnson, Director of Research Earl R Voss^ Assistant io th^ PreW- 

Joseph G Butts, Director of Legislaiive ^^^^^ f^r Special Programs 

Analysis Gary Jones, Assistant to the President 

Anne Brunsdale, Director of Puhlicafions for Administration 

Robert J. Fra^'.ger, Director of Foreign and Gordon 5. Hodgson, Assistant to the 

Defense Policy Studies President for Development 
Dave OT^cill Director of Human 
Resources Studies 



• On leave for government service 



CONTENTS 



PREFACE Will mm Fclhwr 



CONTROLS AND MONETARY POLICY, 1969-1973 

Introduction 1 

Pfu^ref^ii in C'urbing the Inflation before Controls 3 
The Lconomy under Controls 13 
Summary and Evaluation 30 



.;ADUALISM AND THE NEW ECONOMIC POLICY: 
SCAL ECONOMICS IN TRANSITION 

Introduction and Conclusions 35 
Kenned y-Johnt;on Economics 40 
The Came Plan of Gradualism 46 
Nivon's New Economic Policy 52 
Nixon's Fiscal Policy Appraised d5 

INT£RNATIONAL ASPECTS OF U.S. INFLATION 

Cottfriiui liabcrlcr 79 

lntr4)duction 79 
Historical Perspectives SO 

Recent Developments: A\igust 15, 1P71 to June 1973 84 
The Nature oi the Recent Crisis 88 



The VVcaknciis ot the Dollar and the American 

Some Implications tor the Future ot the Internaticnal 
Monetary System 

Afipt: Developments since Completion of 
I his Paper 



WAGE STABILIZATION TOUCY AND THE NIXON 
ADMINISTRATION Mntcn i sfny 

Introduction 107 

Phase 1: The Wage-Price Freeze 110 
Phase 11 111 
Phase 111 125 

The 1P73 Price Freeze and Phase IV 12o 

What } lappened to \Vai;es during Controls? ] 27 

Conclusion 132 

EMPLOYMENT GOALS AND MONETARY-FISCAL 
OVEREXPANSION IViIluvu Fclbwr 

Note on the Price Freeze Announced after Completion 

of the Study 135 
Overview 136 

Manpower Problems: 1056-57, l<^o5, 1972 143 

Inflation: Its Acceleration, Deceleration and Revived 

Acceleration 14^ 
The Danger of Trusting the Hypothesis of 'inflationary 

Equilibrium" in Very Tight Labor Markets 15o 
Money Supply Targets 15^ 
Pitterentia! Hardship Cases in a 5 Percent versus a 

4 Percent Unemployment Economy 165 
Conclusion I0S 

Appu'ndix: The Controversy about "NIeo-Keynesianism' 
and "Monetarism" loO 



PREFACE 



This volume is a sequel to Ecofwmic PolUy and Inflation in the Sixties, 
a collection of studies begun in 1*^70 and published by the American 
Enterprise Institute in April 1^72. In addition to concerning itself 
with the antecedents of the problems faced in 1^70-71, the first 
volume attempted to evaluate the policies that were adopted during 
the period in which our studies were being written. The present 
volume continues our survey and evaluation through the spring of 
1^73, again taking account of the antecedents that are relevant to 
the analysis of the more recent period. 

Somewhere between the time when our first volume was pub- 
lished and i*he present, chances appeared to be good that the rate 
of inflation would be reduced to a very moderate level at adequate 
rates of resource utilization. In my appraisal, explained in the last 
of the five studies in this volume, this had to do with the fact that 
until some time in 1972 it could be hoped that expansionary policies 
resulting with a lag in significant overshooting would be avoided. 
However, perhaps mainly under the influence of strong criticism 
voiced by their opponents, policy makers grew impatient and adopted 
a course that became, after a while, one of substantial overexpansion. 

By the early part of 1973 inflation flared anew, and only 
partly because of adverse factors — hopefully temporary ones — affect- 
ing the supply side of raw-material markets. In good part we 
are now confronted with the consequences of overambitious expan- 
sionary ,3oiicies against which a fair number of economists, including 
members of our group, have been warning policy makers for several 
years. The dangerous tendency to overexpand demand and then to 
try to suppress the symptoms by methods of direct control— methods 
that weaken th*. incentive to adjust supplies to demand — seems 
exceedingly difficult to fight. 
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To this belongs •Jnion^ tlu^ nu^st Jistuibing oxporiciucs of 
recent times. However, on no nmttei shouLl 1 speak here tor the 
^roup *i whole, not even on ni»itters rei;.niiing whiih 1 wouki 
evpett siniihirity ot siews. On s4Mne ot the problems wiisiussed in 
the present solume the rei3der be ottered ^ tair de^ree ot diversity 
ot opinion, and I hope he will iind this »is refreshing; as we did in 
our meetings. 

I am happy to be able to note that this time Professor CoUfried 
Haberler has participated in our joint ettort with a paper on th 
international aspeits of the inflation problem. Trotes^^or Thor 
Gale Moore, who wrote a study for our earhor volume, has be. 
engaged in other research, partly al>o undertaken for the American 
Ent<*rprise Institute, and he is not among the tontributors to the 
prevent volume. Professors Cagan. Lstey^ McLure and I have con- 
tributed to both volumes. 

William Fellner 
Prcficct director 
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CONTROLS AND 
MONETARY POUCY, 1969-1973 

Phillip Ca^an 



PriCi' i-OfitroL< uh'tc i?r/<nni//w impoftui in ?niW-iP7J. The 
tiUu'>fUilx' to i'Ofitai}! the infltifion lohilc i^trofi^cr 

wofirfitfh ivui ^i^i'til polh'ii'i> uwrc to >fU'Ct{ the redn'^cru 
ivui M'.-fi>rt' full cniployjucnt . The i'Xfh'rictice of 1^71-72 
tOfivifhOii flio ^Lnu'Viil public of fJtv oifoi'tivcno$>s of con- 
trols, iifui tJw nation rciurnoii to thorn, utter the h^ief 
roi^pite ot Pfu}>e IlL :ohen prices explotied in 1^73, Con- 
troh iUo hkely to femuin ti i^enout^ option of policy in fhc 
future. 

T^te inferpretiitiofi oi reeefif e^oenf^ prefcnfod here i^ 
that the publie'i^ fuith in eofttrol^ misiiiirected, They 
iippeured to work earlier 0}ih heeaus>e niarket^i were slack; 
tvui they failed to ^fop the price explosion in early 1973, 
not he:au:*e Pha<e III eO}itroh \eere too uh^ak, Imf hecaufc 
the ntonetary atttlu^ritie^, lulled by confidence in the ejfec- 
tivene>< of cofitroh, followed an overexpan^^iiw monetary 
policy that pu Ited the economy to capacity leveh cf opera- 
tion iit fop t=^peed. The new umnd of strait jacket controlr^ 
will ftot work ii^ain<l tJte ret^ultifi^ outbreak of demand- 
pull inflation, wlucit can only be ^'ubdued by fnaneta y 
re$traint. 



Introduction 

During the first half of 1^73 pri^ ;s erupted in one of the strongest 
bursts of peacetime inflation in V.Z. history. The skyrocketing prices 
of fooJs brought housewives out u. angry protest. The most spectac- 
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ular incri?a$e$ reflected sf^ewiai supply » cndition!^ in h:isk commodities 
and *he dcvaluation«> of the dollar, which raised the domestic prices 
of goods traded in world markets. Since sharp increases also occurred 
broadly among prices of manufactured goods, however, it was <»vident 
that the brisk expansion of aggregate demand had unleasheu i new 
round of demand-pull inflation. These pressures cannot be quelled 
by price iontrois which merely suppress the immediate symptoms of 
inflation without changing the underlying demand and supply condi- 
tions. 

The new outburst was a disappointing setback, to say the least, 
to the three-year struggle against inflation. The application of mone* 
tary restraint in lOoO precipitated a recession in 1^70. Recovery was 
slowv and markets remained slack during 1^71 and much of 1972; 
still evid^'nce of progress against inflation was slow to appear. In 
the half decade since its on^et in 1965, the inflation had built up a 
momentum due to continual adjustments of prices to past cost 
increase** and anticipations of future increases. The momentum kept 
prices rising in the faie of slack demand. Nevertheless, during 1971 
and 1^72, the inflation slowly subsided while business activity grad- 
ually recovered. Then, after mid-l*572, as the economy approached 
full capacity, storm clouds appeared in tightening commodity mar- 
kets. Yet monetary policy continued to support a strong business 
expansion^ which by then had attained boom dimensions. In early 
1973 the economy plunged headlong into demand-pull inflation. 

The public attributed the earlier cooling of inflation to the 
Phase I and II controls and its resurgence to relaxation of controls 
under Phase 111. The administration, which had sought to disengage 
from the labyrinth of controls by abandoning mandatory guidelines 
under Phase III, bowed to political expediency in mid-1973 and 
announ cd another cycle of a freeze and a follow-up program of 
controls, Problems of scarcity and cost-price disparities immediately 
arose, indicating the kind of difficulties the new program faces 
because the slack markets that made Phase I and 11 relatively innoc- 
uous have become tight. Controls presuppose that the demands and 
supply costs of different products maintain uniform relationships 
over time, so that all prices can be allowed the same increase, whereas 
inflationary conditions disrupt such uniformities. 

Despite the inequities and inefficiencies of controls, the general 
public !.till finds them mere appealing than open inflation. Until 
monetary policy can subdue the inflationary pressures, controls in 
some form are likely to straddle the economy. The danger in this 
prospect is that controls divert attention from monetary policy and 
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may ortkOuMgc a postponement of the rt>traint which i*i necessary 
to curb inflation. Thit^ was the tragic outcome of the overly expansive 
monetary pc^hiv under Phase II 

The nation needs to take a hard look at the real effectiveness 
and ionsequences w>t price ^v^ntrols. The assessment made here 
reviews the progress ot anti-intlation poHcies since l*^o^^, the events 
that led to the impo-^ition ot controls in 1*^71, the tiubsequent 
accomphshments ot controls, and the re!iponse and contribution of 
monetary policy to these developmentt^. 

Progress in Curbing the Inflation before ControU 

The Recession of 1^70, At the end of l^oS, the inflation that had 
begun in 1*^c3 w«is st'll gaining strength, despite attempts to curb it 
with monetary restraint in I*5co and a ta\ surcharge in 1«*68. The 
Republican administration that took office in early committed 
it-elf to vviniiii^g din\n the inflation. The growth in federal expendi- 
tures was pared and monetary growth was cut from a too-high 
7 perient in l^oS to 3 percent in The reduction in monetary 

growth W.1S particularly severe in the second half of 196^ and 
effectively restrained aggregate demand. 

The arihiteits of this policy realized that inflation could not be 
curbed without temporarily raising unemployment higher than it need 
be in the long run. The basic strategv was to fight inflation with a 
mild dose of excess productive capacity. The slowdown in business 
activity was to be moderate, not a full-fledged recession. Once the 
inflation came under control, pi^licy could allow output to return to 
full capacity and thereafter would guide it along a growth path of full 
employment and genera! price stability. In the widely quoted phrase 
of the time, to prove embarrassingly apt later, this was to be a policy 
of "gradualism," 

Economists had already been debating whether full employment 
and priie stability were compatible. Some argued that an inflationary 
bias in the eionomy neiessitated rising prices ^t high employment 
so that, unfortunately, only some permanent level of unemployment 
could maintain prite stability. Others argued that in th^ lonjj run the 
level of unemployment was not changed by the rate of inflation. But 
the debate did not immediately affect the policy decisions of early 
}OoO, Consumer prices were rising by more than 6 percent a year, 
and the economy vvas operating at full capacity. Whether or not 
there was a long-run trade-off between memployment and price 
inflation^ few believed that the 1969 co.nbination could not be 
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improved it the t\onomy were guided through ,\ temporary period 
ot reduced aggregate J*^mand, 

In the execution oi such an anti-intlatton jHilicy. there arc bound 
to be errors ot commission, and this was no evtcption. An unintended 
credit wrtmch developed in l*5o*5 and early 1^70 (repeating the expe- 
rience ot l*^c»o), whivh raised interest rates sharply and jolted financial 
markets. Also, the slowdown in activity in 1^70 was larger and 
longer than was intended or expected. In a survey of profci»sional 
forecasters in the fourth quarter of the median forecast was for 
slower real growth but no absolute decline in real GNP for the first 
halt ot 1^70 {though a slight decline in industrial production w^as 
predicted) and for stepped-up growth in the second half.' This 
forecast envisioned a rise of unemployment to only 4,4 percent. As 
it turned out (Table I), real CNP declined over the year (though, 
after allovvance tor the General Motors strike in 1*570-1\*, it was 
approximately constant), and unemployment went above o percent, 
exweedin^* both the previously cited forecast and the 4': to S percent 
target sft by the Counii! of Lionomic Advisers in early 1P70. The 
out4ome qualified as a mild r^^cession. By and large, however, business 
activity conformed to the overaii strategy, contrary to wide?}.read 
public skepticism during l«^c»^ that monetary restraint would slow 
the economy much at all. 

Th: main dissatisfaction with the outcome of this strategy con^ 
cerned price increases, which displayed an exasperating persistence. 
While the administration had looked forward to a significant decelera- 
tion of inflation in 1*^70, little improvement could be detected during 
the year. By hindsight price increases did indeed reach a peak during 
1^70, But skeptical opinion at the time could not be convinced with- 
out dramatic signs of deceleration, and they were not in evidence. 
The widely publicized consumer price index (CPI) rose less rapidly 
during the middle months of 1*570 but, by the end of the year, it 
again went above an annual rate of 5 percent and showed little overall 
deceleration from l^o^. Thus a full year of business recession had 
yielded no clear-cut reduction in the inflation of consumer prices. 
Public exasperation with this situation was heightened by the fact 
that, while food prices rose very little during the second half of 1970^ 
increases m the more stable nonfood prices accelerated. The more 
comprehensive index of prices for the private component of GNP 
told the same story; it continued rising at an annual rate of almost 

* lorccn^tti of ihc rcf;ubr panel in the quartrrly <5urvev of the Bu*iine«i« and 
lioncwic Srjli^ti^s Section of the Amcric»in iit.itistic^l As^Oi i»ition, W*sshinglcn, 
D, C i compitefc] by the National Burs^au of Lconnma Research imimcographed). 
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Table 1 

GNP, PRICES, COSTS, PRODUCTIVITY, AND 
COMPENSATION, 1968--1973 

(°a Change from preceding quarter, seasonally adjusted annual rate) 



Private 

All Sectors Sector Private Nonfarm Sector 





GNP 


Real 
GNP 


Price 
deflator 
(chain 

index) 


Unit 
labor 
cost 


Output 
per 

man-hour 




Compen- 
sation 
per 

man-hour 




1968 1 


9.2 


— - 

5.4 




3.6 


, — 

4.9 


4.7 


9.9 


11 


11.7 


7.5 


4.3 


2.0 


4.1 


6.2 


111 


8.6 


4.0 


4.0 


6.3 


1.0 


7.4 


IV 


7.1 


2.4 


4.3 


7.5 


1.3 


8.8 


1969 i 


7.7 


3.4 


3.8 


7.4 


-1.6 


5.7 


il 


7.5 


1.9 


4.9 


7.7 


-0.8 


6.9 


til 


8.2 


1.9 


5.5 


7.1 


-0.6 


6.5 


IV 


3 1 


-2.3 


5.3 


10.6 


-1.6 


8.8 


1970 1 


3.9 


-2.5 


4.6 


8.4 


-1.8 


6.5 


il 


5.9 


1.5 


4.6 


2.4 


4.7 


7.2 


III 


6.1 


2.0 


3.2 


2.0 


6.9 


9.0 


IV 


1.4 


-4.8 


5.6 


8.0 


-3.1 


4.6 


1971 1 


14.3 


8.0 


5.5 


1.5 


7.4 


9.1 


II 


7.9 


3.4 


4.4 


4.2 


3.2 


7.5 


III 


5.4 


2.5 


3.4 


2.5 


2.5 


5.2 


IV 


8.3 


6.7 


1.4 


.3 


4.7 


4.9 


1972 1 


12.0 


6.5 


4.4 


3.8 


5.2 


9.1 


II 


11.4 


9.4 


2.3 


-.5 


5.1 


4.6 


III 


8.9 


6.3 


2.9 


-.4 


6.6 


6.1 


IV 


11.0 


8.0 


2.9 


3.6 


3.6 


7.6 


1973 1 


15.2 


8.0 


6.8 


5.8 


4.3 


10.4 



Source: The Annual Report of the Council of Economic Advisers, 1972 and 
1973, and U.S. Department of Commerce. Survey of Current Business; both 
publications printed by the U.S. Government Printing Office, Washington, D. C. 



5 percf.»nt, practically unchanged from (Table 1), The index of 
wholesale indu*;trial prices flyrtuatcd during 1970, but over the year 
as a whole showed no tendency to decelerate. Its annual rate was 
3^ 2 percent tor the second half of 1970, somewhat lower than earlier 
in the year but above the corresponding rates of mid-1969. 

One encouraging sign was the behavior of consumer service 
prices, which had a rising rate of increase in early 1970 but a 
decelerating rate during the second half of the year. This was due 
only in part to declining mortgage interest rates (included in the 
services component). Nevertheless, its annual rate of increase in 
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DetcmbtT was still mort^ than 7 percent, and its downward trend had 
not gone tar enough to be apparent by the end of 1970. 

It is not unusual, however, to make little headway againt^t an 
on-going inflation during a recession, Chart I shows monthly rates 
ot change and centered ^i\-month average rates in the CPI, excluding 
tood.v for the recent years and tor the previous U,S, inflation in the 
late 1950s. (Although foods are an important part of the cost of 
living, they are subject to volatile fluctuations induced by changes 
in supply conditions and may be excluded in representing inflationary 
tendencies due mainly to aggregate demand)- The inflation that 
began in 1^54 had begun to moderate in 1*^56. It did not decline 
nnah during most of the reiession of |uly 1^57 April 1*^58 but did 
subside dr.imatically just before and after business activity started to 
reiover, A similar phenomenon occurred in the business recovery of 
1971. though not until after the cyclical trough in Novennber 1970. The 
reason for the delayed effect of a recession on prices is that inflation 
does not decelerate on a broad front until labor costs do, and then 
only with a lag. Unit labor costs can be separated into compensation 
of workers and productivity (output per man-hour), Compensation 
reflects wage rates, which typically decelerate very slowly. Output 
per man-hour actually declined slightly during 1^69 with production 
at full capacity, but it began to improve during the recession as 
businesses trimmed their work forces (thus holding down increases 
in unit labor costs). Prices ordinarily do not respond right away to 
improvements in productivity, because the first benefits of cost cutting 
go to bolster depressed profit margins, But, after a while, the reduced 
rate of increase in unit labor costs puts less upward pressure on 
prices. With this initial deceleration of inflation, its anticipated rate 
declines and contributes to a reduction of wage demands and thus 
to a further deceleration in costs and prices. 

Although a recession does not stop inflation immediately, there- 
fore, it initiates this deceleration in unit labor costs, which is the first 
stage in the process of reducing inflation and which can continue even 
af ter business begins to reu>ver, Indeeci, the business recovery contrib- 
utes to the deceleration in unit labor cost<^up to a point — because an 
expansiim of production brings a greater utilization of fixed resources; 
this shows up as increases in output per man-hour. The lack of 
progress in curbing inflation during the 1^570 recession did not, there- 
fore, preclude a policy designed to foster a strong recovery in 1971. 

-Siuh .1 ..cpnratiini between JemiinJ and mipply influences is not fully possible, 
of 4oufNe. \in »i given level of :sggfej»4ite Jem.ind, higher expenditure^^ on foods 
mean lower expenditures on other goods and services. 
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Chart 1 

CONSUMER PRICE CHANGES (EXCLUDING FOODS) 
IN TWO INFLATIONARY PERIODS, 1956-60 AND 1969-73 

j Business 
\ rec9ssion 

12- 



Monthly change at percentage annual rate 




: . . . . I i i i i 1 1 M . , . . i : 

1956 1957 1958 1959 1960 



Percent 

16 . ^ 

Business 
recession 




■ ^ I 

-4 xliiiii I 1 1 1 1 1 ; 1 1 n ! I ! i 1 ; li 

1969 1970 1971 1972 1973 
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Of course, a rcLOvcry in demand would exert an upward pull on many 
wholesale prices, particularly on those of basic commodities. But most 
of the^e increases would taper off, as they had in 1959, if aggregate 
demand did not rise so miuh as \o strain produLtive capacity and if 
unit labor costs continued to decelerate. The hoped-for business 
recovery would not foreclose further progress in curbing inflation. 

The Business Recovery of 1971. All sights were therefore set on the 
business recovery forecast for 1971. Early in the year the Council 
of Economic Advisers (CEA) set a CNP target for 1971 of $1,065 bil- 
lion, or ^.I percent over 1^70. This would have amounted to an 
unusually rapid recovery from a recession as mild as that of 1970. 
It represented a policy target as mu^h as a forecast, since a vigorous 
recovery was vr'ry much desired to r^^ducc unemployment. 

Disagreement arose over how vigorously monetary policy should 
push the recovery. The CEA's target of a 9 percent increase in GNP 
for 1971 seemed to call for 7 to 8 percent or more growth in the 
money supply (defined as currency plus checking deposits). In his 
testimony to the Joint Economic Committee at the beginning of the 
year, Federal Reserve Board Chairman Burns viewed such a policy 
as too ambitious and stated that the Federal Reserve would pursue a 
more moderate growth target. This implied continuation of the 
6 percent average monetary growth that had prevailed during most 
of 1970 and through January 197L 

From February until July, however, the annual growth rate 
spurted to 10.8 percent, once again confounding the prognosticators 
of monetary policy (Chart 2). For the first few months the spurt 
compensated for slow growth in the latter part of 1970, but that 
deticiency was made up by the beginning of the second quarter. 
What happened then was that the Federal Reserve resisted the cyclical 
recovery in interest rates, which began to climb sharply in March 
and continued rising until midyear. The yield ^n Treasury hills rose 
from 3\z to 5^ 2 percent, and most long-term bond yields rose Vz to 
of a percentage point. The monetary spurt was justified by the 
Federal Reserve ^taii as necessary to supply an increased demand 
by the public to hold money balances. The staff's econometric 
estimates of the demand suggested that it had shifted upward 
in the second quarter. Another estimate later, however, ques- 
tioned that interpretation;^ If no shift had occurred, the sharp 
rise in interest rates could be attributed to the usual recovery of 

Michael I. Hamburf^er, 'The Demand for Money in 1971: VVaii There a Shift?" 
fofthcoming in loutfial of Money, Credit and Bankinf^, 
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Chart 2 

MONETARY GROWTH. 1269-73 
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credit demand in the first stage of a cyclical expansion, The Federal 
Reserve sought to slow the rise in interest rates for fear that it might 
go too far and impede the business recovery. But the high monetary 
growth resulting from this policy choice raised fears of its own for the 
inflation. By summer, interest rates stopped rising, mercifully in view 
of the Federal Reserve s continuing dilemma whether to restrain 
monetary growth or interest rates, and monetary growth was reduced 
to a 1 percent annual rate for the remainder of the year, resulting in 
6,5 percent growth for all of 1971. 

Despite the upturn in monetary growth during 1970 and the 
spurt in the first half of 1971, the business recovery started off 
weakly. Shallow business contractions tend to be followed by slow 
recoveries; even then, this one was unusually slow. Forecasts for the 
first year of a business upturn often underpredict the strength of a 
recovery, but in this case it was the private forecasts for 1971, which 
had been much less optimistic than the CEA's figure, that turned out 
to be correct. Except for the first quarter, which was pushed up by 
the ending of the General Motors strike^ the quarterly increases in 
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output were low. f or the year as a whole, GNP rose 7,o percent 
in dollar terms and only 2.7 percent in real terms. Homebuilding 
accounted tor mu<h ot the imrease. It had fallen behind the growth 
i>t households ov\mg to the dearth ot nu>rt^',4ige tunds during the 
credit irunih of l^o^ and early l^^70. With funds now readily 
available, the dollar amount of residential construction rose 44 percent 
from 1^70 to 1^>7I. The accompanying high rate of house purchases 
meant that consumer expenditures would spread to home furnishings 
\n due course, but that did not happen until 1^72. Even a flurry of 
new automobile purchases in August, due to the removal of the 
excise tax, faltered after several months. Consumers were consolidat- 
ing their financial position: personal saving for the year rose to the 
unusually high rate of S.2 percent of disposable income, and surveys 
ot households revealed a general dispc^sition to spend cautiously.* 
Nonresidential business-tixed investment declined slightly. Since 
productive iapac ity remained ample to meet the increases in demand 
and sales, trends showed little strength, businesses felt no need to 
expand tauhties. Crovvth in the labor force ottset the modest 
increases in employment, and unemployment remained around 6 per- 
cent. It did not decline even the modest ^'2 percentage point pro- 
jected by most private forecasters at the beginning of the year, 

Vet, productivity gained nicely during the slow recovery. The 
improvement was not reiogni/ed at first because, with a low fourth 
quarter due to the General Motors strike, output per man-hour 
(private nonfarm sectc^r) grew only I.o percent for the calendar year. 
But, from the first quarter of H70 to the second quarter of 1^71, 
it rose 3.8 percent at an annual rate compared with a decline for 
l^D^ (lable 1). Unit labor costs for the private nonfarm sector 
consequently rose only 3.D percent per year for that period compared 
with S.2 percent in 19^^ even thc»ugh compensation per man-hour 
rose 7.5 percent per year, up slightly from 6.9 percent in 1969, 
Bee ause profit margins were depressed and now were being raised, how- 



* In thi' Census F^urtMw svirvoy ot Con^uf^iv^ Hhv/^i.^* i'.xpvctiitiofi:^. taken in luly 
P^7J, iho imU'S ot fvju'ctt'd ,iutomobik' pufch,iM*s ior the third c^ujrtt'r of ]*?71 
dri^ppeJ to its Umt'^^t level in srvernl ycuirs, and the indcJitcs tor household dur* 
♦iblfs »ind appluinccs also decHned sharply. 

The question ari*»tN whether the high *.aving w*i*. in some way due to the 
intUitjon. Onv study claims that it was, on the grounds that i^ffantitipated price 
imrtMsfN Uad to rrduied t'xpenditures and to inifcascs Uomporarily at least) in 
all torms ot saving; (including iixcd-dollar asst-ts, whiih anticipated inflation 
pifsumably Ivads peopk' tu avoid), bet a use of tears ot a dec! mi* in household 
re»tl in«.ome. See \. Thomas Juster and Paul VVaihtcl, "A Note on Inflation and 
the Savj."5g H.itr, ' lUookui^,- /'ii/mv- sh? I iOfiiUjUi Aitiviiy, 1^72 (Washington, 
D. C\; Ihe Brookings Institution, 1^7 Z), pp. 7vS~77&. 
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Table 2 

RATE OF CHANGE IN CONSUMER PRICE iNDEX 
AND CONTRIBUTION OF MORTGAGE INTEREST 

(centered sjx-montn average at annual percentage rate} 

Confri- Total, Contri- Total, 

Total, button Excluding Total, bution Excluding 

Excluding of Food and Exciudtng of Food and 

Food interest Interest Food Interest Interest 
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6,1 
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Notes: Total mdex is all items excluding food (same as series plotted In 
Chart 1), Contribution of mortgage interest is the rate of change of this 
component times each December's weight in the total inde)?. appMed from 
June to June of the fiscal year. 

Difference between columns 1 and 2 may not exactly equal column 3 because 
of rounding, 



ever, the dcie!er*2tion in unit labor cofits had little discernible effect on 
most prices. From the first quarter of 1^70 to the second quarter of 
1^71, the private CNP deflator (chain index) rose 4.7 percent per year 
compared with 4.^ percent for 1^6^. The slower growth in unit labor 
costs w*is bound to affect the inflation rate sooner or later, and a 
delay wa^ not unusual. But prices were decelerating more slowly 
than in 1^58-3^, presumably because inflation in 1971 had lasted 
longer and in various ways had become more entrenched. 

Nevertheless, the inflation was subsiding, as was most clearly 
apparent in the consumer price index. The rate of increase in this 
index (excluding foods) declined during the first half of 1971 from 
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over o por.t'nt jht vtMr to 3^: percent (si\-month period?*, Chart 1), 
Part ot this decline, however, reflected a fall in mort>;age interest, 
which is a coM ot livjn>; tor bcurowers but not an indication of the 
piuiha^-in^ power ot money sis h vis ^\ooJs and services, It mortgage 
intere**t is excluded from the index (Table 2), a peak rate of about 

0 percent per year in late summer 1^70 detlincd to 4.3 percent in the 
second quarter o\ 1*^71. This was a reduction of over 1^ 2 percentage 
points. 

The huk of uniformity in the various price indexes, however, 
iontused the piuure. L\en the perscmal cc^nsumption component of 
the C"»\l' deflator diltereii from the C'PI. although the two covered 
the same general griuip oi expenditures. The explanation was that 
the Ci\r deflator had a diHerent weighting scheme than the CP! 
and usi\i manv additional series.'' Neither one was clearly preferable. 
While the C'Pl ga\e a closer approximation to the purchasing power 

01 a dollar spent by consumer households, the CNP deflator gave a 
more comprehensiv e treasure of the dollar's purchasing power for all 
goods and stTMiCs. The conflict between the C!'I and the GNP 
deflatc^r made the direction of inflation uncertain and created doubt 
that deceleration of the CPf was giving an accurate picture. 

The suspicion that little lasting headway was being made against 
inflation tuund reinforcement in the wholesale price index. The 
industrial commodities component of this index showed no decelera- 
tion from early in 1^70 to mid-1^71, From March 1^70 to June 1971, 
six-mcMith average rates of increase deKiated very nitle from 3-V4 per- 
cent per vear. In the third cjuarter of 1071 the index even accelerated. 

The confusion over prices, the weak business rectwery, and the 
kuk ot dramatic imprc^vement in unemployment created a gloomy 
eionomic condition, and prospects for a sluggish second half pointed 
to more of the s^^mc. The median forecast for the second half by the 
expert^ reporting to the American Statistical Association in its early 
August sur^ev was f4)r a 7.8 percent increase in dc^llar GNP and only a 
3 percent increase in real GNI^ (annual rates), (In actuality, dollar 
GNP rose o.S percent per year in the second half, while real GNP 
rose 4.5 percent.) 

At midyear 1^71, given the appearance of little progress in 
reducing unemployment after a year and a half of sizable growth 
in money, a growing number of commentators supported nonmone- 
tarv pri?posaIs to add some zip tc^ tlie recovery. IVoposals for price 

'Most of tilis JiMt ft'p^itu V w.is iliiv to ditferin^ trtMtmcnt the housing sector, 
hovsfvcf bcv 1*11 k I. Tnplctt nnd Stephen M. Merchnnt, "The C1M nnd the PCL 
Deflator: An I uMK^metric An»ilysi^ c>f Two Priti' Me.isures/' Aruii^l^ of icotiimtir 
iVtti S'iU'/ii/ .\]t'ii<utcnu*nt, vol. Z, no. ^ (197.^), 
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controls received the widest attention. Su^h controls were thought 
relevant to both the inflation and unemployment problem, on the 
assumption that the growih in dollar C;NP was determined by mone- 
tary and fisval poliiV and henie anv rediutiiMi in intlatitui would 
allow more growth in real terms. Sinte 1^70 Federal Reserve Chair- 
man Burn*^ had been pressing the Congress and the administration 
tor direct governmental influence in wage and price setting. Like 
many others in the middle range ot opinion, he advoc'ited an "incomes" 
policy, that is, the imposition ot limits on wage and price increases. 
Impatience with the slow progress against inflation and unemploy- 
ment was building up within the administration as well. 

Around midyear the recovery swigged for a tew months and 
seemed tu many to be about to expire. Industrial production, which 
had regained about h»iif of its recession decline by May 1971, leveled 
ott in ]une and tell slightly in luly and August, tiuch a long pause 
was unsettling because it was unusual fur the first stage of a cyclical 
recovery. Then, during the summer, foreign exchange markets acted 
up, forcing the administration to take action to stem speculation 
against the doiiar. The U.S. balance of payments (as measured by 
the net liquidity balance) had been in deficit since the late 1^50s and 
deteriorated further during the \'ietnam War. Holders of liquid inter- 
national balances were alert to the possibility of a dollar devaluation. 
When the traditional U.S. surplus on goods and services declined 
further in the second quarter of 1^71 this time practically to zero— 
the speculative outflow became a tidal wave, In the first half of 1971, 
U.S, liabilities to official foreign institutions (as recorded by the U.S.) 
rose by $10.2 billion. 

The administration might have tried the simple ploy of reassert- 
ing its determination not to seek a devaluation of the dollar but, 
without steps to back it up, the announcement would not have been 
credible. Instead it decided to institute a full-scale activist policy in 
order to disarm the critics who charged the anti-inflation program 
with failure and who called for strong medicine. Thus the adminis- 
tration took its first step into the thicket of direct controls which it 
had once vowed to avoid, 

The Economy under Controls 

The Administration's Economic Stabilization Program, The new pro- 
gram announced in the President s speech of August 15, 1971, had 
three basic parts: (1) It set forth steps designed to lead to a devalua- 
tion of the dollar through the appreciation of foreign currencies (the 
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dollar was an intornatumal rr^^orve turrcniV to which other currencids 
pi*g»;eii and iOulJ not bo devalued unilaterally), including a 
teniporarv •^urihar^^e of JO perceni on dutiable imfH>rt?* to use a«; .1 
bar>;,nnin>; v,i'apon in inttinationai ni'^;t>tialiiMis. (1) It reduced 
^elevted t.txes to stimulate the slow business recovery. (3) It froze 
priiei and vva>;es tor ninety days (Phase I) lo be followed by con- 
trolled nurcases tor an indetinite period thereafter. (Phase II was 
followed by a milder Phase III in lanuary H73 and then by the 
reimposition of a tree/e in hme 1^73,) 

The dc\aluation had far-reaihing implications for the inter- 
national tinaniial svstem and set oH a series of discussion^' that is still 
under way on hiuv to build a system better able to redress piyment 
imbalances. At first the degree of dollar devaluation to occur against 
eaih lurrrniy was contested. Finally on December IS, in an inter- 
national meeting at the Smithsonian Institution in Washington, an 
interim agreement was reached. The various foreign currencies were 
appreiiatfd bv diHerent amounts, producing an average appretiation 
against tlu* dollar at the end i^t 1^71 cakulated at about S percent for 
total L\S. trade. (The gold value of the dollar was also changed from 
S35 to $38 an ounce, which meant that the appreciation of foreign 
iurrenues against gold was less than against the dollar, but this 
difference was ot nc> significance for international trade.) As part of 
the agreement, the L\S. import surcharges imposed on August 25 
were removedr the permissible band of fluctuation in exchange rates 
was widened from 1 to 2^4 fH^rient, and plans were laid for further 
neg tiations to modify the mechanism of international financial 
adjustments. The devaluation was expected to improve the U.S. trade 
balance, thc)ugh the full effect would not be felt for several years, 
(little vhcii was in taU discernible during I^'J72, because the trade 
balance deteriorated markedly as the business recovery picked up. 
As a consequence, pressures against the dollar reappeared late in 
h^72, iulminating in a further 10 percent devaluation in January 1973 
and the floating of the Common Market currencies and the yen in 
Marih.) 

The ettetts of the fiscal stimulants of the stabilization program 
mainlv tame in the final four months of 1^71, but they were not of 
maior importance for the economy at large, Lxcept for the import 
surcharge, they comprised a number of proposed tax reductions 
designed to enuiurage ••pending, including removal of the 7 percent 
exuse tax i>n automobiles ,ind a tax credit on new investment. The 
CT.A estimated that these proposals would reduce fiscal year 1972 
revenues {exJuding the surcharge) by S5.8 billion and expenditures 



by S4,«' billion. As finally cnadeJ by Congress, the actual revenue 
reduction was estimated to be S4.o billion. The net ettei^t on the 
budget detuit vv4^ very small and could not have affected aggregate 
demand muih either way. The main {nnj%>se was to encourage early 
purchases of certain domestic gcH>ds thai otherwise would not have 
been made until later. 

The wage-price controls were the most dramatic step for the 
domestic lionomy and for anti-inflation poliiy, They were not, to be 
sure, a substitute for the previous policy of maintaining aggregate 
demand below pc^tential output, which was not to be abandoned. 
Controls were not viewed as elective against excessive demand 
pressures, Past experience had indicated that if controls were used 
to suppress excess demand, the result would be shortages, black 
markets, and quality deterioration as manufacturers sought to evade 
the price ceilings. The purpose of the controls, as implied in the 1^72 
Annuiil Kt7un f iJic Couficil of Eccnivnic Aihi^^crs, was to hold down 
price increa'^es made in anticipation of further inflation. While the 
gap between potential and actual output brought about by appro- 
priate monetary and fiscal management had created the necessary and 
sufficient con iitions for curbing the inflation, anticipations of inflation 
were leading to price and particularly wage increases inconsistent 
with aggregate policy, Controls were intended to hasten the decelera- 
tion in inflation through their announcement effect on anticipations. 

Ciiven the objective of influencing anticipations, an elaborate 
enforcement agency was not necessary and indeed was economically 
impractical in addition to being politically repugnant to the admin- 
istration. The idea was to do little to disrupt the economy. Controls 
were to prevent most of the very large union wage settlements and to 
force firms with ''reasonable" profits to absorb some cost increases 
and so foster public confidence that inflation was gradually coming 
under control. 

Thus, the ninety-day freeze was followed by a Phase 11 set of 
regulations administered by a small organization specially set up for 
the purpose. The key operating centers of the organization were a 
Price Commission of seven public members to control prices and a 
Pay Board of fifteen members split equally among businifss, labor, 
and public representatives to pass on wages and salaries. The Con- 
struction Industry Stabilization Committee for controlling construc- 
tion wages was incorporated into the organization, and other groups 
were formed to advise on or deal with dividends and interest, govern- 
ment pay, health services, and rents. Each of these groups had a 
staff numbered in the hundreds. Public inquiries, complaints, and 
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gcnt»ral onfiMvcnu'iit were on by \hv Internal KtnTnue Service, 

%vhuh a-'sirtned ^.COO empioyces to the Usk. !n tjct, very little 
litigation was instituliyl. The entire program was run to a con- 
SjJer.ible e\tent In \o!unf.uN iompliaine And H had U> he: the 
fuil-skale prii^e v4>ntri>i apparatus of World War 1! involved oO,000 
paid workers aiul nuinv thousands more volunteers. 

Ihe Kuk i>t a lar^e entofieinent a>;eiHy meant that the vontrok 
had to be limited in siop\ This was done by eNeinpting all hut large 
tirms trom uireLi control. The nonoNempt lums eompnscd the 
so-called 1 ler 1 lor priees, the 1,300 tirms with annua! sales of 
SIOO niillum oi iuei {43 percent ol total sales in the economy) and, 
tor wa^es, KUn^r ^iinlravts atteiting ^,000 or more workers (10 percent 
of all emplovees). Tiers U and 111 of smaller Hrms had to follow the 
guidelines set down for price and wage increases but tould act with- 
4>i}t prii^r approval (though Tier 11 firms had to give prior notification). 
The guidelines were 2^2 per;ent per year for prices and 5^ i percent 
tor wages {vi z penent including fringes), with an allowance up to 
P: peu eiit lof iatihing up. H he 2*:-pri4.e and 5*2-wage guidelines 
were mutually lonsistent under the assumption that labor produc- 
tivitv would rise iMi the avera 'e 3 penent per year.) 

Initiallv .igriiuhure (ini hiding fisheries and forests), exports and 
imports, pay s^^aies and tees of the federal government, and interest 
rates were exempt The exemption was extended, in January 1^72, to 
retail firms with annual sales below $100,000 and to apartments of 
ivm or less units or with monthly rents above $500 and, in May, 
to lirms and giwcrnmental units of sixty employees or less (with some 
exceptions). 

This ionfini^nent oi direct controls to large units meant that the 
sparse enti^riement nnu hinerv tould efiiiiently narrow its responsi- 
bilitv. But tile pt^iiiv also tonformed to the popular view that the 
inflation originated in the aggressive pvOiiies of large corporations 
and large unions. Only the atomistic markets, such as those for farm 
and tnhor basii commodities, apartments, and financial ar.sets, were 
thought tti be seH-regulating, Contrary to this view, however, the 
impetus i)i the inflation was not woming from industries dominated 
by laf>;e tiup4)ration;:; indeed, the general decline m corporate profst 
margins durnig the inflation indicated that most corporations were 
having ihHiiuItv simply keeping up with lost increases. Whether 
big umons were responsible for prolonging the inflation was a more 
^onif^lex question. To a large extent new union contracts simply made 
up ti^r inireases in the lOst of living since the last contract and thus 
were not independent souries of inflation. But many unions also used 
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their pouiM to iniido i\uh other and to lowr in now ionlrti^t^ the 
•mtiupatod luluri' MUfiM*.os in the ko^\ ot living. Si>me of the huge 
st»ttlonionls strmfJ to ,uionip!ish M\ tht^. .inJ nioro, •inwi thus to 
prolong; the inflation. Lnion le.uUws were not illo^^ical to lonwUidc 
that the controls were aiinej priniaiilv at union wa^e iiM^trait'^ ! abor 
k-adefs voiwed tht^ir i^ppo^ition hut tailed to dent the publiw tiupport 
tor restraining union wage demand'*. 

To avoid a knoiLdown vonlrontation with labor, the Pay Board 
vvieUied it^ authont\ iautiou*'iv hi the initial weeks it approved 
large increases negotiated by several powerful unions, explaining that 
the inireast's had been previt)u*.lv negi>tiateJ or that the wage rates 
in question had lallen behind so that the inireascs were alknvcd 
under tlie ^atihing-up or gioss inequitv provisiiMis of Phase Ih But 
the bi»aid giaduallv tightened iis rein: hi a well-publiei/cd deei*^ion 
earlv in h>r2 it pared down a settlement of the \ .,.st Coast longshore- 
men whi^ thteatened a showdown strike but finally backed off. 
Oseralh the ini rea-^e^ appri>\ed through june U^72 averaged ?,1 per- 
ient tt>i uniiMi wiukeis .nid J. J percent for nonunion workers/' Mexible 
enforeement of wage contri^ls sutveeded in avoiding resentment. 
Although Al I. -CIO Premdent C ieorge VUMny pulled union representa- 
tives ott the Pa\' Board in Marih (whereupon the adtninistration 
reorganized it with seven pubhe members), the board wa^ generally 
aitepted Ov business, the union rank and file, and the public. 

Aiceptanic and ionipliance had been uncertain when the controls 
were first imposed. Other Western unintries, notably Great Britain, 
had instituted various kinds of "incomes" policies during the 1960s, 
but with little evidence of more than temporary suitess.* They were 
resisted bv labor and generally broke down. The key differences 
between the U S, case and the others appeared to be the slack in the 
U.S. economy and the fact that controls had not been used since the 
Korean War, so AnuMuans had been spared a retent opportunity to 
;:>eunne disenchanted with them.** Of course, 1^72 was a year of 
reduced labor negi>tiations: major contracts (1,000 employees or 
more) attested only 2.B millicm workers that year, compared with 

**H»irry Bo^worth, Th.^no II: The U.S. I vperlment with an Income** I'olicy/' 
Bti'< k:r::^ .nr L^uu^t^tu Aiftvttu, 1: 1^72 i\\\\>^hin^ion, D. C: The B.cok- 

ing- In*.iitul)i»n, ^72). T.<^'»' -l 

" Si'c Ifu SihiH, /HiTtMU's PfWu-a's .'U^^nnf, J\vt /, Ihtitiui KifipU'^fU, Tin' Scfh^r- 
Itvui", y^uu'iit'n, i ii'ufd.t. 1*^7! hwi'^^^w- P.^/u/c.-i Aluiuiti, Pari II: I'tnncc, 

Wi^t c ..f 'M.i'iw, ^r^nuit^, l^KZ < Wanhiny^ton, D, C.; Anwridin Interpri^ 

Inttitiitt'i 

^CifiMt Hnt.un tnpieJ the Vh^y^v f formul.i in NovembiT 1^72 4nd instituted 
Vh^^c II ill ApDl 1^>7.^. but *ig^rej;ntr dcm^ind h*i^ remained strong, and ihi? 
4untri)K havi» not been nutably •^uckt'H^tu! in stemming tontinucd inflation. 
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4.75 million in both 1^70 and 1^71, and 5 million to be affected 
in 1^7 y 

PrUeii a d VVage§ under Pha^ie I ^nd II. 1 he ninety-d*iv fmve of 
1^71 achlevi'd itn purpose. Althoufih wholesale industrial prices rose 
at a 0.0 percent annual rate in |unc and July compared with a 
3.S percent rate in the precrdins six month!i, jiusgesting that some 
firms had a premonition of what was to come, in ^»,eneral the freeze 
was not expected and a difticult-to-administcr rollback of prices did 
not appear necessary and was not seriously contemplated. During the 
trce/e the recorded prices of tovercd items did not rise and no 
evidenwe of widespread evasion came to light. Many prices rose 
because ot exemptions (which included basic foods, imports, and 
seasonal variations). But others fell due to market conditions, and 
the overall wholesale price index was practically unchanged during 
the period A special analysis of consumer prices showed little rise In 
rovered priies during the freeze.'' As to wage increases, with some 
exceptions, they were stopped. 

Of course, this frec/e was successful without much enforcement 
beiause there was slack in the economy, and because adjustments 
were to be allowed afterward, and because the economy can endure 
almost anything for only three months. The effect on prices if the 
freeze and post-free/e quarters are combined was much more modest. 
Right after the freeze, there were catch-up increases in prices and 
wages whiih the Phase II controls attempted to moderate but not 
prevent altogether. As a result, the rise in the total CPI (annual rate) 
jumped from l.o percent during the freeze to 4.8 percent during the 
three months following the freeze. For the six months combined the 
annual rate of increase was 3.4 percent, compared with 4,0 percent 
for the preceding six months. Allowing for the fact that the inflation 
had been decelerating due to reduced aggregate demand, the addi- 
tional deiline that tould be attributed tt^ the freeze was slight. 

The posf.frceze off * *t was not unexpected or thought undesirable 
by polity makers, because the controls had not been intended to cut 
too radically into inflation for fear of disrupting business activity. 
The freeze s.itisfjrd the publii 's t lamer in mid'I971 for some dramatic 
new initiative against inflation and, at the same time, constituted a 
needed holding aition while the Phase II controls were planned and 

A*nnui! /^I'/unf nf //ir Coutuil of !'{ottiinuc Ativi^erK, }^72. $\ The freeze 
spiMfu»d that pritv'^ iuuld not rive ^bosc ihv hi>;hcst level of s^ibstantial transac- 
hunt {\0 peficnt or more) in ihv previous thirty days or jbiivr the level of 
May if higher, with f^pecial provisionH for seasonal or ifeWom-traded good$. 
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set up. The pbnninR operation could not have been kept ret and, 
without the tree/.e, would have touched oH a spate of anticipatory 
price ijicreaseti. 

Under Phase II inflation ie!! appreiiahly. Thih was not widely 
rewogni/ed in early 1^72 because ot the attention paid to price 
increases for exempt foods and other basic commodities. But by late 
summer the overall indexes showed substantial deceleration (Chart I 
and Tible 1). The private deflator (chain index) rose 5 percent at an 
annual rate in the first half of 1^71, whereas its annual rate averaged 
2.0 percent in the second and third quarters of 1^71 after the catch-up 
increases m the first quarter. 

The coincidence of controls and deceleration convinced the 
public that controls were ettective. Yet the deceleration could not 
have been caused solely by controls, since it had started earlier in 
many sectors in response to slack demand. 

How^ muth of the deceleration from niid-l<571 to the end of 
1^72 can be attributed to controls? The initial acquiescence of the 
business community to the burden ot operating under controls 
reflected a belief that only controls could stop the wage explosion. 
The lar>;e increases in union settlements apparently did moderate 
faster with the help of controls, The Construction Industry Stabili- 
zation Committee, which began operations in March 1971 before the 
freeze went into effect, helped to restore order to a chaotic wage 
structure. First-year wage increases in construction contracts, which 
had averaged ^ percent in 19o8, started rising again in 1969, and 
reached 21 percent in the second half of 1*^70. They came down to 
11 percent by the end of 1971 and to o percent by the end of 1972. 
For other workers as well, the frequency of large settlements was 
reduced. First-year wage increases were above 9 percent for 56 per- 
cent of the workers under new union contracts of 1,000 workers or 
more in ihe first half of 1^71 but for only 27 percent in the first half 
of 1972 and 20 percent for all of 1972.^'* In manufacturmg, first-year 
increases in union wage settlements averaged S.3 percent in the first 
half of 1971, slightly above their 7.8 percent average rate for 1970, 
and declined subs^ntially to 6.3 percent in the first half of 1972 — 
although the corresponding decline for nonunion settlements was 
smaller, from 5.2 to 4.6 percent.'^ 

**^8o^worth, 'Thai!.e H; The U.S. txperiment with an Incomes Policy," Table 5, 
And AtifiUiil Rv^H^rf uf f/i*' C:^ufii'il of Lcofionuc Adi'i<cr9f 1973, p. 62. 

On wage§ and the Pay Board, see the essay by Marten Estey, this volume. 
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While controls had a substantial ehQct on union settlements, 
their overall impact on wages was less dramatic. Total compensation 
per man-hour for the private nont'arm sector rose 7.2 percent in the 
year ending June I^'>70 and 7.5 pt^cent in the year ending June 1971; 
in the free/e and post-free/e catch-up periods combined (1971-III 
through 1*572-1), it rose d.2 percent at an annual rate, and then in the 
next two quarters decelerated to 5.2 percent. But in the fourth quar- 
ter of 1972 ; shot up to an annual rate of 7.6 percent, and averaged 
o.l percent for the last three quarters of 1972. So the average 
deceleration was about 1* 2 percentage points. But this stati:.iic is 
artccted by lycliLal changes in overtime pay. A better indicator is 
average hourly earnings for the private nonfarm sector adjusted for 
overtime in manufacturing and interindustry shifts, which exhibited a 
similar pattern but less deceleration. Its annual rate of increase was 
around 7 percent during 1970 and the lirst half of 1971. In the freeze 
and post-tree/e catch-up (August 1*371 through March 1972) it aver- 
aged t> 0 percent and, tor the remainder of 1^72, percent. For this 
index the iotal deceleration from 1^70 to the last three quarters of 
1972 was less than 1 percentage point. Moreover, not all of this 
deceleration lould be attributed solely to controls in view of the fact 
that a 6 percent unemployment rate persisted until June 1^72 and a 
5^.z percent rate until November. 

Unit labor costs decelerated considerably, as was noted^ chiefly 
because ot the stepped-up growth in output per man-hour beginning 
in early 1^70. Thus prices could also decelerate and, at the same 
time, allow some improvement in depressed profit margins. To the 
extent that the reduction of inflation reflected a deceleration of unit 
labor costs, it was due primarily to business cost cutting and the 
e< nnomic recovery,'" 

If controls had a direct effect on prices in additic^n to the small 
indjreit eHect via wages, profit margms had to be squeezed. This 
indivd seems to be the explanation for the greater deceleration of 
priits under Phase I! than during the year and a half preceding 
umtrols, a deceleration that was too sharp to be dismissed as acci- 
dentaL Controls held back those price increases that would otherwise 
have oLLurred to improve profit margins. The margins generally 
advanicd in 1*^71-72, to be sure, but presumably not as much as 
would otherwise have resulted trom the business recovery. An 
ertect of controls on f^rotit margins is confirmed in an econometric 

'-TriM' lOntft^N hiul .i tcmporfiry inJiriHt vUvki on output prr man-hour to the 
e\tt»nl th«il Ihey helped speed up the recovery m output. 

zo 

o 

ERIC 



CONTKOls AND MONtTAKV I'OLICY 



study by Cjordon. ' \\v regressed thv ratio of priics to unit labor 
cost^^ on various explanatory variables and found that the predicted 
ratio was higher than the aitual ratio under controls from the third 
ijuarti'r ot I'^Tl to thi* stnond i^jii.irtfi vi I ^^72 The implied reduction 
in the rate ot intlation dutUia controls was 1 ^4 percent per year. The 
estimated ettewt on wa^es in his model was -^4 percent per year. 
While these results sfem to underplay the effect of slack demand in 
curtailing; inHation, they are consistent with the view that controls 
mainly .'ttt^ ted profit mar>»ins. 

The effect of pri^.e controls on profit margins works against 
market forces and distorts business incentives. Controls do not 
change the long-run relation between prices and unit labor costs 
determined bv market forces. The margins will gravitate toward 
iheir market-determined levels, either through evasion of the controls 
4)1 eventuallv whi-n the controls are removed. There is then no lasting 
ettect. 

The deceleration in inflation initially produced by controls can 
have a lastmg effect if it reduces the anticip-ited rate of inflation and 
the wage and prict- decisions that are influenced by anticipations. In 
a period of deceleration, anticipated prit e increases typically exceed 
the actual rate of inflation and ihus help to keep the inflation going. 
Price controls that lead people to anticipate less inflation can make a 
net contribution to the efficiency and speed of the adjustment during 
the transition. On this view, the controls served as a policy announce- 
ment of the intended rate of inflation, possibly the only form of 
announcement that was believable, but with the added provision of 
forcing compliance to the extent that the policy was not believed. 

The controls were minimally enforced upon all but the largest 
companies and unions, which was consistent with the view that 
antiupatory increases in prices and wages could be maintained only 
v\ith "miirket power" and ccvuld be bri>ken only by effectively restrain- 
ing the use of such power. As was noted, however, large companies 
were not playing a critical role in the inflation. Most of the largest 
price increases were occurring in the lea^t concentrated sectors, such 
as personal services, construe tic^n, fc>od, and other basic commodities. 
Anv }ai:ting effect of controls, therefore, had to reduce the anticipated 
rate of inflation incorporated in union as well as nonunion wage 
increases. The impact on adjusted average hourly earnings was, as 
noted, ^hout 1 percentage point — a third of the deceleration in the 
CVl from o to about 3 percent per year by the end of 1^72, That is 

^•^ Robert J. Gordon, "W^jgo-Prico Controls ;ind Shifting rhiilipfi Curve," Brook- 
ing^ Papcfi> oti Lconomic Activtti^, 2; 1972, Table 5, 
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indkMiw of tho Limiting v\ii\t ot the ionlrols \ia jntitip.ition^^, and 
it is a maximum estimate because it include?^ the independent contri- 
bution ot sLiik demand. The other two-thirds of the deceleration in 
won^uuu'i prices lelUMed inipunenieiits in fModuUivitv and a squee/e 
ot profit margins due partiv to sla^k demand and partly to the controls. 

Other evidenic on anticipations can be cited, The Dun and 
Bradstreet series on price changes expected by business purchasing 
agents pointed to modest reductions in anticipated inflation after 
August l^'^Tl, th. ugh thiJ degree was not specified. Households 
surveyed b\' the University of Michigan Survey Research Center 
reported a decline in mean expected price changes from the second 
quarter of l^^7l to mid- 1 ^72 of less than ^4 percentage point. The 
decline in interest rates constituted a piece of indirect evidence, since 
these ratt's tend to incorporate the anticipated rate of inflation as 
iompensation tor depreciation in the purchasing power of borrowed 
funds. Short-term interest rates declined sharply following the im- 
posifKMi ot controls in August l>>71 but subsequently retraced most 
of their deJine. They were influenced strongly by changing condi- 
tions in the money market, and their movements are difficult to 
interpret for this purpose. Long-term bond yields declined 26 basis 
points during the second half of August 1*^71 and further in subse- 
quent months, tor a total decline following the imposition of controls 
of about ^ 2 percentage point. The CLA pointed to this as an indica- 
tion of a decline in the anticipated rate of inflation.^' Possibly 
demancis for credit were working to raise interest rates in that period, 
and the effect of a reduction in the anticipated rate of inflation was 
greater than ^ 2 perientage point. In any event, the reduction was much 
less than the de^ eleration in wage increases of I percentage point. 

After the initial deceleration in wage increases from above 7 per- 
cent to o percent per year by the end of 1*^71, there was no further 
decline during h>72. With a trend growth in labor prodnctivily of 
^ percent per year, a wage increase of 6 percent was consistent with 
3 perit»nt inflation, to which any recovery in profit margins would be 
added. Notwithstanding the optimism with which the public first 
greeted the imposition of controls and the belief that inflation would 
somehow be eradicated quickly, it was winding down slowly. During 
most of 1*^72 slack in the economy created the conditions for a 
deceleration of inflation, and controls did not have to fight against 

^*C»t'Ofj:f K*iton*i. \ Communic*ition; Intlafion ^md ihc Cunsunier/' Brookm^f^ 
PtifU't-^ /liU/iMt/a Ai-fivtfu. ^: I^>72, pp. 7$e>-7^0. 

Aftntttii Ri'iuut of the Coufii'il i'f l.iu^ttofiuc Aiivi^i'f:^, p. t»4. 
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the tide. This favorublc situation lasted until nearly the vnd of the 
ywr onj was dcLcptivdy t onducive to an expansive monetary policy. 

Monetary Policy and Bu«»inc«iH Activity under Cuntrob, Notwith- 
standing the sijuoe/e of prolil margins, the Phase 11 controls did not 
produce the obvious restrictions on supplies that would be indicated 
by shortages and bhuk markets. There \b little evidence, therefore, 
that controls impeded the busines^ recovery directly in the 1971-72 
period J*' They may have done so indirectly by creating uncertainty. 
The sluggish recovery of the first half of 1971 was no doubt pro- 
longed to some extent into the third quarter by the uncertainties of 
international finance and of the price freeze. But the dark clouds 
soon ileared, and the expansion began to pick up by the fourth 
quarter. Then, in early 1^72, as confidence grew that the economy 
would not be hanistrimg by controls and that contrc^U would some- 
how hold inflation in check, consumer expenditures rose and the 
laggard business recovery took off. Industrial production spurted. 
Real CW rose 7.o percent from the fourth quarter of 1971 to the 
fourth quarter of 1972. The increase in real GNP for the two years 
1070-72 was stronger than in the two years following each of the 
cyclical recoveries beginning in 1^54, 1^^58, and 1961, whereas com- 
parison of real growth in just the first year of these recoveries shows 
1971 to be the weakest. If a monthly indicator of real output (such 
as industrial production) is adjusted for the effect of the General 
Motors strike in the fourth quarter of 1^70, the business contraction 
has the characteristics of a "flat bottom" with the end of the bottom 
occurring in August 1^71. By this reckoning the recovery did not 
get otf the ground until almost two years after the peak in Novem- 
ber 1^6^, 

Monetary policy had been highly conducive to a vigorous recov- 
ery in 1^71. The money stock grew at a 6 percent rate during 1970 
and 1971 following ^ 3 percent rate in 1«?69, Predicted increases in 
dollar C»NP calculated according to the St. Louis monetary equation, 
based on actual money stock and high employment federal expendi- 
tures, are too high for the last three quarters of 1971 and way too 
high for the third quarter. The 5SROMIT-Pt:NN econometric model. 

There were -pewi^il problem'i in lumber duo to the profit ceilings. See "lumber: 
fumblin^s oi the Visible H»inti/' first National City Bank, Slottthly Ecotiomic 
Letter, Dtnember \071. Yor tether diffuulties sec "The Case Against Rigid Con- 
trols/' bv A^^}st*int Secfot*irv ot the rrejsury tor Iconomic Policy Ldgar R. 
Fiedler, in the Wnt! Street louma}, April IP, p, 20, ^nd William Poole, 

"VVage-Prite Controls: Where Do We Go From HercT" Brookin^$ Papers on 
Ecotwtnic Aitiinty, 1 : 1973, 
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in which the implicit lag in monetary cfkvts is longer, also over- 
prediLts but by less.'' It is hard to know whether the international 
cri^'is anJ impi»sition ot" ci^ntroU aiLOunteJ tor this delayed recovery 
despite the stimulative moneiaiy growth, whether other influences 
were at work. 

In anv event, the stubborn unemployment rate did not begin to 
decline until I^^72, and then slowly at first because of increased 
growth in the labor force. This growth was finally absorbed, how- 
ever, and by year-end the unemployment rate fell to 5.1 percent. 
The decline in unemployment occurred despite continuing large gains 
in \^bin productisity. In the first three quarters of 1972 unit labor 
costs ad\ anted at the lowest rates in many years, which made possible 
the slower prue increases. All this had been programmed by policy 
makers \o happen in U'>71. But, for an administration facing an 
elc4.tH»n in 1^^72, the long-sought improvement was most vvelcomc. 

Untortunateiy, satisfaction with the cooling of inflation in the 
first half of 1^^72 led monetary policy to err on the expansive side, 
with di-^a^trou-^ results that did not become apparent until the year 
was over. The attitude that fostered this error was prophetically 
e\pre^sed at the beginning of the year in the 1^72 Annual Report of 
tJic Coani'il of Ixononiic Advisers: 

The establishment of the direct wage-price controls created 
rv>oni fi>r some more expansive measures, because it pro- 
vided a certain degree of protection against both the fact 
and the expectation of inflation. This situation had to be 
approaihed with caution, because excessive expansion could 
make the price-wage control system unworkable. Still there 
could be no doubt that the tolerable rate of expansion had 
been increased J'' 

The half-hearted plea for caution in this statement went unheeded. 



^* Tht' pjt'jK\cd and iU'tUiil vulucs arc as fe llow*;: 

K»iU»ot C'.fovvth in CNP, 1971 
ipwi^vni per ycat) 
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from I. (.t'fjUl CoiTj>;.Mi. "Iinomf S{*ihili/»itu^n iinJ Short-run \'ari*ibility in 
Muni'v/' IcJiT.il RrstTVo 0*ink of NVw ^urk, SUvitlily Rcvini\ April 197>, 
pp. .s7-^'>5, TMi^^ III nnJ IV. 
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In iMily 1*^^72, nnxious to ^pi^vd t!u* ri\uvcry of pauiuLtion, the 
Tedi^riil HcstTvc Open M.ukt't Committtv walled for ''moderate" 
Krtnvth m the nunu'v stokk, whUh apparently nu^ant the same o per- 
ivni a\or»U',f rati- .hhifxej wiunni; l^KO »)nJ h^71. lUil Jinin^; tlie 
vtMr the growth i\ite exceeded o percent in mo^^t nu^nths; it also 
experienced .1 sh»irp inireii^e in |ulv, whiwh sva^ not ottset in subse- 
quent months, and .ii;ain in December due in part to the Treasury's 
year-end di*^burstMnent i>t res enue-sharing theiks to stote iind local 
>;ovi'inments. The overall res^^It tor I^V?. was monetary growth of 
£^.3 penent, and the inwrcise tor the year from January to January 
(whuh downf^lays the unintended December >purt) was still 8.2 per- 
cent. 

The business recovery, whi^h had proeet\ied sluggishly during 
h>71 and gathiTrd ^pvcj slowly during the first part of 1^72^ now 
reaihed biuMn dnnensions. Kt-al CfW rose at an S percent annual 
rate in the final quarter of I^'^72 and tirst quarter of 1^^73. Production 
rose to near-iapauty Ifvels, triggering an expansion in business plans 
fi^r nnestin^; m new lapauty. Although wholi^sale price;, of crude 
materials, ioods in partiaiLu, had started rising rapidly in the latter 
part ot I ^^72, they literally exploded in early I^>73, Wholesale food 
prives rosr M ^l^ annual rate i>f 47,5 per^^ent seasonally adjusted in 
the first half ot thai year. Plausible-sounding explanations about 
spt'tial supply i.(Miditions were ohered to minimi/c the inflationary 
signiiii an^.e of skyrocketing iood prices. The chiet' explanation was 
the devaluation ot the dollar, first ir U'>71 and again in January 1973, 
whiih had brought ^hmi^ higher domestic dollar prices for basic com- 
mt>dities traded on world markets. Also, the special sale of U.S. 
grains to Ru^^sia had reduced stocks, tlie beef-production cycle 
reached one of its periodic low points, and weather conditions were 
adverse iov many farm products. 

All the^e events contributed. Vet 'Special conditions can always 
be found for certain product'- in a general inflationary upsurge. 
Rising aggiegate demand was the major factor. While the first 
markets to reflei^t the business boom were as usual those for basic 
commodities, pressures on a broader range of prices came in due 
course. Wlu^lesaie pric« s of industrial commodities rose 12.5 percent 
at an annual rate seasonally adjusted in the first half of 1973 com- 
pared with 2,^ percent in the preceding half year. Even the less 
volatile prices of finished m.anufactured goods took off. The whole- 
sale prices ot consumer finished goods excluding foods experienced 
a rate of increase of 12.2 percent seasonally adjusted in the first half 
of 1973 compared with 2,1 percent in the preceding half year and 
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the Mtt's ior prvKiiKiT'hnislu'd >;oi)Js wav 3J pcr^i^nt in the later 
pertDvl anj ! 1 pi'wvnl in thi' earlier petiod {not adtusted). These prito 
intreascs JiJ noi retlevt teiiiporarv supply scarwities but the raging 
inllatit^n .1 lni'^::u-^s bot)nv 

Inuewiiblv, in the ta^e v\ this new thrust oi inflation, there vva*; 
still no reduition in nuM^etaiv growth by niid-1^73, tvcn shoulU 
it be reJiuewi in tlu- st\ond half ot thi' year, the usual lag in monetary 
ettevts ot many months nutans that af,^*,regate demand will remain 
stronv* tor all ot l'-'^7!S and well into ]'^^74, 

How van the iailure i^t monetary pi>liiy to become even mod- 
erati>l\ ivsUiLtive alter mid-h>72 be explained? Understandably, the 
nuHiotary autlu>rities ha\e not wished to thwart a business recovery, 
and it is diHuult to achie\e restraint in monetary growth when a 
busnu""^ t vpan-^ion is ^;.nnin); striMiejh. lu^ports ot the Federal Reserve 
t)p«'n Mart.i'f C onnmttee indii^ated desire early in l^^7Z for slower 
nH)iU'tar\ cjowth tlum was bcmg at hie\ed. hi February the committee 
be>;an to state jts montiarv objecti\es in terms of reserves against 
priv.ne nonb.ink Je[>osits, a statistical refinement which seemed to 
promi^'e Llo-cr tontu>l over monetary growth. But rising short-term 
rates li'd [o ,Aut\on in pushing restraint too rapidly- though some 
nii-mbers i^f ilu' ivunmiltee voted tor a less expansionary policy. As 
was to be evfU't teti m a strong business recovery, short-term interest 
rates ro^v -^harpK'. I rL>m a knv of almost 3 percent in February 1972, 
Titasurv ImI! vields rose to 4 percent by ]u\y, to 5^z percent in 
earlv 1^^73, and above 7 percent in May, Although long-term bond 
vielwis cast'd during the sciond halt of U^72, they rose in 1<573. The 
i-ailier appoifUment of Chairman lUirns to head the Phase 11 conn- 
mittve ihar^v'd with holding down increases in interest rates pro- 
duicd an unluipfiil contliit ot objectives here. Although the mone- 
tarv growth rate dci lined si^ncvvhat liuring the second half of 1972 
(except tor the spurt in Deu*mber), a majority of the Open Market 
Conunittee still harbored a traditional reluctance to abandon interest 
rates to the pul! of morket fiMces, 

These reast)n'', lunvever, ^iUild only partly aciount for the failure 
io aJueu' restraint tor a whole vear atter mid-U'>72 bv which time it 
had in uMiie Jeari\ ap[Mi>pnate. PoIkv pursued a gtul of driving the 
et. i>nomN tiuvard full emphwmi'jit Without regard for the lag in 
nu)ru'tarv eite^is *ind fi>r the nei'd to slow the pace of economic 
^'xpansion the ^',L>al wa*. approa^^hed. (iiven the welbrecognized 
impteusum ot lori'tasts and ot nuMietarv eontrol over the economy, 
suih a poliiv in\ited a resurgent e i>f inflation. When it burst out, 
it was strt.»n^;u' than expected, but ^^erious consequences should have 
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been lorcsceit. During the pjintuilv slow progrt»ss .igjinst inflation 
in l^^o^, l^^70, and l^-^Tl, Fcdor.il Kesorve and j;overnmont authorities 
pledged not to fritter away \hv hard-won gains and repeat the mistake 
inade in I'^^v? ot iuer^tiniulating ihf I'lontuny a^ \i leviuered. But, 
in fact, the inflationary pressures whiih surfaced in early 1^73 were 
muih stronger than those which followed the monetary slowdown 
of- l^ou-o7. They were hardly the temporary bubble of unfavorable 
supply ^.onditions. The failure of policy in I'^'^Tl and early 1973 to 
restrain monetary growth was a monumental blunder. 

Phanc in the Culprit In January 1*^73 the administration relaxed 
the mandatory wompliance of Phase II for all prire and wage increases, 
exiept in food processing and distribution, construction wages, and 
health services, and substituted guidelines for the rest of the econ- 
omy. The Priie Commission and Pay Hoard were abolished, and the 
Cost of l iving Council was authorized to see that the guidelines were 
followed. ThiMe was no intention of poliving the guidelines, but 
mandatory koatroU iould be reinstated on particular sectors if the 
guidelines were seriously breached. Pressure was to be applied pri- 
marily to the largest corporations and unions, but it was not used 
widely, Phase 111 guidelines were not rigid and offered more play 
to market fortes. They started as a cross between the voluntary 
guideposts on wages and prices of the early l^oOs, which had modest 
effects, and the mandatory but loosely enforced limits of Phase IL 

The timing o^ the shift to Phase 111 led the public to believe 
that prices spurted because of the removal of Phase II controlt;. The 
amount of truth in this belief is mmiscule. Although the ending of 
Phase II allowed firms to post tatching-up price increases, most of 
the largest increases of early I^^73 came in basic commodities which 
were uncontrolled under Phase IL Moreover, the pressures under 
prices that surfaced in 1^73 had been building up for some months 
and would eventually have buckled the Phase II controls. 

The administration ended Phase I! in lanuary JP73 under the 
impression that inflation was subsiding (showing once again that 
crucial economic turning points are seldom recogni/ed at the time 
they occtir) and that the economy seemed ready for uncontrolled 
prices, which the administration preferred. By chance, therefore, 
Phase II ended before its inability to contain a strong inflation was 
revealed. In a few months the public was clamoring for a tightening 
of price controls. The public outcry over soaring meat prices forced 
the administration to freeze them in March, and the broadening 
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inrlatu^narN prcssuio^ lt\l tv^ a ^viO\^d sti'p l\uk tii vnntroU in May, 
n*inu*Iv, thi* ttuiuiri'iiuMit th*it li^rpvMntioiis with ^inniMl owr 
6250 !]iillii>n ^*iin prior »ippro\\i! oi prin' iiuriM*-c^ .ibovc P: pcriont 
o\ \hv Uiiuiarv 10 lost'l. 

nunn\; thi^ poriiul tlu* .uiiiunistMtion ri^i^tcd further iiuuMscH 
in xhv ffJcial lHui>;t't »uui talkcJ ot of^plvinp, monetary restraint to 
nioJerate thi* boom. Thesi pi^livies, to^i^ther with larger agricultural 
supplies expected in the tali an J tiMitinued moderation in wage 
nureasi's. vwre thouglu io priMiusi' »i vlesireJ cooling ot inflation by 
the end ot the Near. It is true that si^iie sj^ns still pointed to that 
possibility. Output per man hour lor the private nonfarm sector 
rose 4..^ percent at an annual rate in the tirst quarter of 1^)73, up 
tfiuii 3 o piTient in tht' presiiUis quarter, and this helped moderate 
thf invrtM'U' m unit laK^r lOsts. While the uMiiparable rate tor eom- 
pt'nsatum piT man-hour jumpewi from 7.o percent in the preeeding 
ijuarti'f to 10. -4 percent (TabK* 1), nnuh ot this ateeleration reflected 
in^ roast". \n souai sfiiu itv ta\t"^ anvi iuertime pay. f or negotiated 
wages and bi'iu'lMs in the first year ol contracts covering 5,000 
wtukeiH or mote in all industries, deusion^ in the first quarter had 
an annual talc ot iin leasf of 7.3 piT^i-nt, the sanu^ as in the preceding 
quarter and well below thi.^ rates ot recent years. Wage increases K>r 
nonunion Wiuki-rs in manufaitunng also continued to moderate, 
{{ut, as the t\onomv approached full capacity, substantial gains in 
pnuiuctnitv and cc^ntinued moderaticMi in wage demands became less 
likelv. Altlunigh settlements during the first half of 1^73 generally 
stn\eJ within the guidelines, fears cif union unrest figured prom- 
inently in the administration's willingness \o tighten controls. As 
tlu' resurgence c^f inflation broadened (with some increase:', no doubt 
Oivurring pariK' in antic ipatiiMi of a ch.inge in Phase 111 rules), talk 
iM the neeci and possibility of a new set of controls spread. 

In iune. Phase 111 ended with the imposition of a new freeze 
c»n all prues and wages except farm products (which were in effect 
vv^ntrulleJ b\ the inability of proiessc^rs and distributors to pass 
a!i>tu' apN inireases). 1 his was tolliuved in August by a Phase IV 
pio>;:ani suniKir tti Phase 11. The change in policy was intended to 
signal the failure Phase 11! and its replaci*ment with a "certified" 
pioejam ol iiMitr*>ls. Init Phase Hi mainK' ^ontu'med bc^th the failure 
c»i nuuu'tar\' \o unKli^r^tc aggregate demand and the wide- 

■,(MiMd af>pea! oi tigid prue iiUitroU despite the evidence of meager 
preMiUis aiiiunf^lishmeiM^. While tlie first f reeve and Phase II did not 
disrupt the eiiMiomy beiause demand vvas generally slack, the second 
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tri'c/v jnJ rhnsi' 1\' i*inu' ulu-n most m»irki'ts wwv tight, f ur this 
UMsoii, thi'V Mv not ^ihU' to asind disruptions. There is also tl'c 
U^in^vr th»it iontri^ls \\\\\ hn Uum deLn- the pursuit ol ettCLtive monc- 
t.uv lesiKunt aiui -^i* ni»in*i>;e iMUe .u;.iin to priuiiue just the iipposite 
u{ their intenJed elici 1. 

ChcK)«»ing a Sustainable Monetary Policy against Inflation. The 

mistake of pc>liiV liad been to push the economy tovvarJ full capacity 
at top speed with little than^e of slowing the expansion before it 
burst into the /one of demand-pull inflation. This was simply reck- 
less driving. Pohcv can safely nudge aggregate demand a little 
higher if the economy is growing at the desired speed along a path 
I n^s^4^t>rl^^ u^i^ low l>ut polic y in 1*^7."^ faced the different and vastly 
more diffuult ta^k ot slowing a rapid expansion and then holding 
it to the Jesiied path after arriving there at an excessive speed. Long 
lags m nunu't^irv eiti\ts, whiJi shorten the maneuvering time for 
achieving flu .ippropri.ite growth rate of aggregate expenditures, 
ian Icid to suvh o\ tM'stun^ting. The sharp braking of monetary te- 
^.trauit applied in response overshooting can, further down the 
road, precipitate tinother recesnion. 

With the economy again caught in a raging inflation, what 
should monetary policy do? Although the objective is clear — to put 
the eionumv on a growth path of stable prices and full employment — 
the position of the best path is uncertam and subject to dispute. 
Imtiallv the administration had optimistically defined the optimum 
growth path as 4^ : percent unemployment and 2^2 percent inflation. 
But lately there has been a noticeable willingness to consider 3 to 
3^2 percent inflation as a commendable achievement (vvhich accept- 
ance of o^: percent wage guidelines for 1^73 also implies). Further- 
more, doubts over the 4^ i percent unemployment figure have grown. 
Continuing structural changes in the labor force, particularly the 
increased participation of women, suggest that normal turnover has 
made the nonintlationary rate of aggregate unemployment higher 
than it formerly was/** 

Although the desirable trend level of aggregate demand is in 
doubt, more confidence can be placed in the estimate of the rate of 
growth along the desired path. At full capacity the growth trend 
of output wc>uld be about 4U percent per year — 1^/4 percent for 
growth in the labor force adjusted for a secular decline in hours of 
work and 2^^4 percent for the long-run growth trend in output per 

J5»See William Idlner'^i r ay, thih volume. 
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man-hour ^assumin^ no growth tor ihv government soLtor).''* For a 
target rati' ot priic in^riMsi' of 2*2 percent, the appropriate rate of 
increase in JoILu vvouUl be 7 percent per year, with smaller 

rates toi any further Jei lines in mllation. To translate the GNP 
target into an appropriate rate ot monetary growth, we may look at 
the trcna ot money hoIJings. Since l^oo the ratio of dollar GNP 
to the money sto^^k has been rising by 1^: percent per year, slovvcr 
in the recession and faster in the recovery. For a boom year like 
1^>73 with rising interest rates, tlu' ratio might rise faster than trend 
for a while, but there is no basis tor predicting a permanently higher 
rate. Cliven 7 percent growth in tjNP, the corresponding growth for 
the money stock is 5*: percent^^ A higher rate implies a faster 
growth in dollar GNP. 

Ci^mpared with these estimated trends, the growth rates of 1972 
and early P^73 of 7-^ percent we^e too high and had to be slowed. 
Moretner, exf^ansions once under way have a self-propelling property 
whiih makes an overstimulaiive policy cumulatively too strong, par- 
ticularly t'.>r si-nsitive mark<^ts like basic materials. Little can be 
done about the next several quarters without a drastic shift in policy. 
To avoid contributing to cycles of bust and then boom, the safest 
policy would seem to be to adhere to the desired long-run monetary 
growth rate of about 5 percent and let the inflationary resurgence 
due to the previou*^ excessive growth take its course. 

Summary and Evaluation 

Progress against Inflation. When the present administration took 
oHu'c in l^o^ and announced that curbing the inflation was its 
number one domestit priority, it thought the job would take two 
years at most. The 1^35-5^ inflation, which stood as a warning to 
this optimism, was generally forgotten. Yet, the present inflation has 
been even harder to subdue than previous ones, in part perhaps 
because it had lasted Umger. First the excessive growth in aggregate 
demand had to be slowed by a cut in monetary expansion. The mone- 
tary restraint initially tightened financial markets and after a delay 

This I*, ihv i\)!t,urc for produttivjty growth u*.uiilly utcj, The growth ^ince 
I'J?.^, hov\vvi»r, su>5^i st^ ih»u 2*4 pi ruMit ii .in i>v£»f*.l.uonuMi!. One projcition for 
ihv l^^rOs IS 2 pvnviM pvr v<Mf i^vv \Villi»im D. "Thi» Uetcnl Produc- 

tivity SUiWkitHvn," Ih i^i)k■^fl:^r Tw;'**'- i^n /.t i^Hi^nur Aifivfty, \*^7Z. pp. 4*'.^-5.^(?), 
If turrtut, this lovvvr fi^'urr nuMns th.it the iur responding figures in ihc text 
•»hmHd be reduced bv *4 penentnge point. 

Or 4^4 peuent u^in^ the 2 penent pfoieition for produitivity growth in the 
previous footnote 
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^knvcU Cionomii .utivilv, which pruJua'd the 1^^70 recession. From 
the Ji'iisitMi to restrain the economy to the beginning of the recession 
took a year hv itseU, Then, to s^^neral dismay, prices rose just as 
rapidly during the li'v^ession a> they had belore, ^anied along by the 
momentum i»t rising wages, losts, and anticipations of continuing 
intlation. The inflation rate reached a peak during 1^70, but signs of 
a change in direction were unclear at the time, and no one could be 
*iure that it had actually occurred, Many people concluded instead 
tliat the orthodox methc^d ot iightmg inflation by restraining aggre- 
gate demand was a failure. 

A process of unwinding the inflation was nevertheless at work 
beneath the surfacL. Lxcess productive capacity brought about by 
the business recessic^n induced cost cutting. During the middle and 
later stages the inflation, profit margins had fallen to low levels, 
and the recession-slack in demand and associated layoffs of workers 
created the conditions for intensified efforts to hold down costs. 
Output per man-hour, which had not advanced during 1*96^^, began 
to imprcne markedly, buch iinprovement i''. typical of businebS con- 
tractions and recoveries, and in this instance it started in the second 
quarter of the recessi^-n, sooner than usual, and speeded up when 
business recovered. Many of the benefits of cost cutting completed 
earlier did not appear until later when production rose in the business 
recovery without the need for a commensurate addition to the work 
forced As productivity improved, unit labor costs decelerated appre- 
ciably despite the continuation of large wage increases. Initially this 
led to an improvement in profit margins rather than to smaller price 
increases. Historically, prices have reflected changes in unit costs 
after a lag of several cjuartcrs, and here too the growth of productivity 
exerted little restraint on price increases until the end of 1970, and 
then not as much at f 'st as in past cycles. 

By 1^72, thiee yc^rs after the application of monetary restraint 
in 106^5^ ihf economy was finally •■^^•uveiing from the effects on 
output, and the inflation was half cured. The restraint had not been 
extraordinarily severe, and the execution of policy in 1969-70 was 
probably as competent as could reasonably be expected under prac- 
tical circumstances. The problem had been the exasperating delay 
in getting results, a problem which indicates how long it takes to 
formulate and execute a change in direction for the economy. It is 
sobering lesson for the future on the difficulties of recovering from 
an mflationary binge. 

Price Controls. Phases I and II came in the midst of this process. 
Their effect is not easily determined because inflation was subsiding 
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and would have tuntinued to do hO, at least for .1 while, even without 
control** and also because the strengthening business recovery during 
1^72 was bound to e\ert upward pressures on some prices that 
control*! could not hold batk. Adding the dittuulties of assessment, 
the kev price indices differed in their measurement ot the timing and 
extent of tht' initial deceleration. The CP! (excluding foods and 
mortgage interest) decelerated from a o pt^rcent annual rate of 
increase in 1*^70 to 4*2 percent by mid-l<571, Ihiorc the imposition 
iff controls, and to about 3 percent thereafter. The CNP deflator, 
on the other hand, decelerated from 5 to 2 percent per year, and the 
reduction wamo after mid- 1*^71, tiurittsi controls. 

To be elfective, controls have to hold down the advance of wage 
costs, and the Pay Board's success in chopping down some of the 
eye-catihing union wage demands has been cited in support of 
Phase 11. But the deceleration of wage increases in the economy at 
large was not great, and part of that reflected the slack in the econ- 
omy. The increase in adjusted average hourly earnings fell from 
7 percent in h^7t" iu > percent or so in 1*^72. It took time to slow 
the momenium of these increases, and, fur some wages, the controls 
did well at first to impede further ^uceier^ition. 

Although nuah of the initial business support for controls pre- 
sumed that they would curtail wage increases, their main contribu- 
tion was to hold back the improvement in profit margins (controls 
had little to do with gains in output per man-hour). This effect could 
not be permanent, since the widely imagined profiteering^* — an 
obvious target for controls did not exist. Profit margins had 
declined sharply in 1*^0*^ and 1^70 and remained low in 1P71. They 
rose moderately with the business expansion in 1^72 and finally 
spurted only with the surge of aggregate demand in the first quarter 
of 1^7J. Sv>oner or later profit margins gravitate to their market- 
determined levels. Controls can delay but not prevent those adjust- 

However, a temporary reduction in the mflation rate achieved by 
holding down profit margins might have lasting benefits if it con- 
tributed to lower anticipated rates of inflation, This, in turn, would 
reduce the upward pressure on wages and thence pricey. Such a 
contribution is the main rationale for controls. But the maximum 
rftCit of Phase U on anticipations could not have exceeded the total 
deceleration of wages of one percentage point -and was much less 

-"-'In 4i lou Hciffi*' poll iH 1,5,^7 hinis4']io!il*' fi'ported on May 14, 1*5*^^ ♦n the 
Si'w \ivk Poiit (p, tM, t-*^ pvTKvni sliil that miiiiilt^mfn atuJ pnuessors were a 
"mai0f i.iu**t»" of thr tiHC in fmid priiC'^ and an additional 21 pi^rccnt naid they 
were a "minor cause/' 
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than that it household surscys .iiul the sniaii drop in long-^term 
interest rates are the test. Apparently the anticipated rate o( inflation 
was i;enerallv not nnuh greater than the rate thai ihe controls were 
expected to allow. Perhaps, \oo, anticipation'^ of inflation played a 
muih ^^nialler role in price and vva>;e ^cttin>; compared with catching- 
up adjustments than this rationale tor tontrols presumed. 

Whatever limited effect controls had under the conditions of 
slack demand in 1*^71-72, a return to a free/e and rigid controls in 
the tight markets of I^>73 makes no sense. \et, despite the near- 
unanimity of professional eionomistb, that controls are not effective 
against demand-pull inflation, rhey have enormous appeal to the 
general public. The public believes that the relaxed Phase III controls 
vere responsible for the surge of prices in 1^73. Although the busi- 
ness iommimitv is now disillusioned with guidelines on prices, con- 
sumers want rigid controls and got them in June. 

Monetary Policy. The price surge of 1*^^73 did not result from the 
relaxation of Phj^e II controls, however. The business recovery, 
pushed along by stimulative monetary and fiscal policies during 1972, 
gradually g.iined strength and bv year-end ran into demand-pull 
inflationary pressures The devaluation of the dollar and special 
supply conditions contributed to large price increases in certain sec- 
tors, but the basic explanation was the brisk business expansion, 
tven had Phase II controls still been in effect during the first quarter 
of 1*^73, they could not have contained the spectacular increases in 
the prii :s of basit Lommodities, for these commodities were exempt 
under thosj controls. 

Controls had the perverse effect of encouraging an overly expan- 
sive monetary policy. They led the authorities to believe that little of 
the monetary stimulation of aggregate demand would affect prices 
and nearly all of it would go to raise output. Monetary growth had 
averaged 6 percent per year in 1*^70 and 1971, which was reasonable 
for those years of slack demand. But it speeded up to 8 percent in 
1972 and continued at 7 percent in the first half of 1973. To avoid 
overstimulation of the economy, policy should have slowly reduced 
monetary growth during 1972. 

The failure to do so appears to be yet another case of the lag 
in monetary effects tripping up policy objectives. The previous case 
occurred during the mini-recession of 1967 when policy turned 
sharply expansive to stimulate economic recovery, only to find a year 
later that it had fueled another round of inflation. Policy makers 
vowed not to make that mistake again. The resurgence of inflation 
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in 1973 shows that they have been no more succeosful this time. A 
flexible policy is supposed to avoid the cycle of bust to curb inflation 
followed by boom-producing expansions to speed the ensuing recov- 
ery, But a flexible policy is subject to the hazards and pressures of 
dealing with economic developments as they unfold. We are now 
back on square one in the battle against inflation, and the cumber- 
some reliance on government fiat to control prices only adds to the 
tragic consequences. 
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2 

GRADUALISM AND THE 
NEW ECONOMIC POLICY 

Fiscal Economics in Transition 

Charles E, McLure, ]r. 



Tltc KiXiVi itdniifii^tration's early efforts to eliminate infla- 
tion tlirou^^h cofwentional techniques* of demand manage- 
tnetit, uuthout report to ittcomes policy, failed, at least in tlie 
^peed loith whicJi theu brought ri'5nlf>. Despite tlie ecottomic 
softness that developed in h^70 and continued into 1971, 
fiscal stimulus uuis avoided /n the name of fiscal responsi- 
bility. A presumptive rule of balance in the full-employ' 
ment bud^^^et sliould not prohibit discretionary fiscal policy 
when the economy is far from its tar^^et puith. finally^ 
unless diligent ejforts are made to maifitain fiscal discipline, 
the nation faces the prospects of excess aggresate demand, 
rekindled inflation, and a subsequent recessionary adjust- 
ment. The confrontation betxveen the Congress and the 
Presidoit ox'er control of the budget shores dramatically 
the need for budgetary reforms that xeould provide fiscal 
discipline in the long run and flexibility in tlw sJwrt run. 



Introduction and Conclusions 

As 1^73 began, public debate on fiscal policy centered upon how the 
full-employment budget could be kept in rough balance. The growing 
strength of the recovery from the 1970 recession suggested that well 
Sefore the end of the year fiscal restraint would be needed. Yet, it 
did not appear likely that such restraint would materialize in the 
absence of a confrontation between the President and the Congress. 
In particular, in an environment in which the President did not want 
to divert a higher proportion of national output to (or through) the 
federal treasury and the Congress seemed to lack the will to raise 

35 

ERLC 



IHAKllS r Mi I IjVI, JU. 

tjxcs, even it it desired higher tedcr»il spending, the debate focused 
upon control ot the federal budget. Simply put, at the end of 1972, 
the President had vetoed appropriation bills that he considered 
extravagant and had refused to spend appropriated funds in other 
cases. He claimed that these avtiO^^ vveie necessary in the interest of 
fiscal responsibility, since the Congress seemed unable to hold total 
appropriations within the limits posed by full-employment revenues. 
Many observers viewed the President's actions as a usurpation of 
congressional prerogatives, and even ipore charitable observers feared 
a grave constitutional crisis, 

The second major issue was whether or not the United States 
should continue, more or less permanently, the wage and price con- 
trols that were imposed as a free/e in August 1971, continued in a 
looser form by the Pay Board and Cost of Living Council under 
Phase II oi th** \^ew Economic Policy (NEP), and finally relaxed still 
further in Phase lU. Many economists believe that sMch controls can 
only work on the outward symptoms of inflation, ind may do more 
harm than ^ood. But many others, and especially many non- 
economists, probably feel that controls should be given much of the 
credit for whatever progress has been made in the fight against infla- 
tion and that some form ^f controls should be kept in the stabilisation 
arsenal, if only on a standby basis. 

In addition to the hotly debatrd questions of who controls — or 
should control the public purse strings in the United States and of 
whether the United States should have a permanent incomes policy, 
several other questions have recently received considerable attention 
from economists. Perhaps the most basic of these is the choice of an 
unemployment rate to serve as the target of stabilization policy. 
Most economists agree that an unemployment rate of 4 percent — the 
"interim goal" set a decade ago by the Kennedy administration — is no 
longer consistent with price stability, if ever it once was, due to shifts 
in the composition of the labor force. One group of economists — 
whom for short we can call "non-accelerationists" -would argue that 
even if this were true, we need only choose a new optinial point on 
the shifted Phillips curve relating unemployment rates and (steady) 
rates of inflation, while continuing to improve the trade-off through 
structural pc^licies. On the other hand, the "accelerationist" school 
denies that there exists a stable Phillips curve in the long run, arguing 
that if the unemployment rate is pushed below its natural level by 
aggregate demand, inflation will accelerate, rather than maintain a 
constant rate. Some members of this school go on to argue that if the 
global unemployment rate is to be reduced to anywhere near the 
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4 percent level without settnij; ut5 an .u t^eierating inflation, it will be 
necen^ary to take direct actions to rediue the unemployment rates 
among those groups who have historically experienced the highest 
rates ot unemployment and wlm womp^'ise a larger share of the 
labor tor^e than in the recent past.' 

A second area of investigation that has been receiving increased 
attention trom eionomists is how to make the economv ..elf-stabili/ing 
by instituting certain rules ot fiscal "formula flexibility/' This atten- 
tion is predicated upon the historical es'idence that policy makers 
cannot be trusted to take timely action to <)ffset developing cyclical 
swings m the economv and that the existing built-in stabilizers are 
not likely by themselves to provide sufficient stability. Simply put, 
formula flexibility would provide that automatic variations in tax 
rates and expenditures would be induced by rises and falls in the 
level ot eionomik activity, 

rhese and other problems in the 1*373 fiscal arena differed some- 
'what from the issues during most of the previous decade. Whereas 
professional opinion in early H^73 showed strong agreement that 
expansion was proceeding too rapidly and threatened to get out of 
hand, ten years ago economists were in general agreement that an 
overly restrictive fiscal policy was preventing the attainment of full 
employment and was stifling economic growth. But they disagreed 
upon whether fiscal policy should be active or passive once full 
employment was attained. When taxes were cut in 1964, the economy 
responded stronglv, as expected. But before it became necessary to 
define the full-empKnment level of output more precisely than in 
terms of an interim si>.ii of a 4 percent unemployment rate and before 
we had time to ^;ather evidence on whether fiscal policy at full 
emplovment howe\ er defined - should be active or passive, we were 
faced with anotlnr issue. Just as the 4 percent unemployment rate 
was reached, spending on the Vietnam V\'ar and the Great Society 
increased and the foremost fiscal question became whether the United 
States would have the will to raise taxes or forgo some federal 
spending. When that question was answered in the negative, inflation 
began. And when the Federal Reserve attempted to buck the tide of 
fe ieral red ink in 19b6 by hauling in on the monetary reins, another 
question in the sphere of stabilization policy was answered. Money, 

^ A hybrid view ho^^^ thM a st.ible rhillip*^ curvt^ exists for fairly high levels of 
the unemployment rate (jnJ low intl^lion r.ites}, but that once the unemployment 
nite ne»us 4 penent, mtLilion will begin to nctelerate. This theory is presented 
in Otto Lckstein and Roger Brinner, T/;i' hif^atton Procc^^ in the United States 
(Washington, D. C: joint Fconomii. Committee, 1972), along with references to 
other literature on the subject. 
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as well as fiscal poiit-y, m^ittors but it matters especially for housing 
and state and local governments. When taxes were finally raised in 
the middle of l^oi^, we ^ot an answer for a question that few had 
bothered to ask. Temporary changes in income tax rates seem to 
h.wv h,ui rt'Inti\c!v Icss'inip.ut oii personal and corporate spending 
than had been expe*.ted. 

The Nixon administration's tenure in the White House began 
with a pronouncement of faith in the ability of aggregate stabilization 
policies gradually to reduce the rate of inflation to acceptable Icveh 
without causing an unacceptable rise in the unemployment rate and 
a disavowal of the use of any kind of incomes policy. The experience 
of two-and-one-half years oi "gradualism" cast considerable doubt 
upon the vvii^dom of fighting inflation through monetary and fiscal 
poliiy alone and, in August 1*^71, the Nixon administration imposed 
a ninety-day freeze on prices and wages. During 1972, significant 
progress was finally made against both inflation and unemployment. 
More progress was expected in 1*573, but an unfortunate combination 
of supply-related pressures on prices (especially for food and fuel) and 
the threat posed by an overly rapid expansion now cloud the picture. 

As the unemployment rate falls below 5 percent, the "terms of 
trade'' between unemployment and inflation; if indeed there are any, 
will come under increasing scrutiny, as will the question of whether 
fiscal policy should be active or passive. But foremost in everyone's 
rnind for the immediate future will be the resolution of the powtr 
struggle between the President and the Congress for control of federal 
spending. Even so, it seems worthwhile to glance back at the experi- 
ence of the last four years to see what lessons for the future can be 
learned from the conduct of fiscal policy during that period. The 
purpose of this essay is to provide such a backward glance. The first 
section reviews briefly the highlights of the economic doctrines, 
policies, and performance of the Kennedy-Johnson years in order to 
provide a historical backdrop for what follows. Since a previous 
essay in this series covers these years in detail, the review here is 
brief indeed and can be passed over by readers familiar with the 
economic history of the period.^' The second section reviews in some- 

- Chnrles I. Vkltirc, Jr., FiBcnJ Failure t The Ivi^Sions of fhc SixtieB (Washington: 
Ameritan Liiterpri'^c Iniititutc, 1972), also publtfihcd as a chapter in Phillip Cagan, 
M^irtrn Istey, \Villi4im Fellner, Ch;jrles T. MiLurc, Jr., and Thomas Gale Moore, 
El anemic Policy tittd Inflation in the Si^iiv? (Washington: Americ^in Lnterprise 
Inshtutr, l^TZ), pp. 7-87. UoU»rtMUfs are kt'pt to a minimum in the first and 
sfttmJ si'i ti LMis sjrne ihv stibitut*^ discussed there are covered in greater detail 
in this t-aflier essay. Throughout this Ch^ay, all references to budgetary magni- 
tudes are to the government sector oi the nation.il income accounts (NfA) unless 
the contrary is stated explicitly, 
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what grtMtt^r Jctail \hc sUibih/.ituMi pollutes follovwJ bv tho Nixon 
administration luii^rc Aui^i .t l^Kl. thouv^h this {HMiod is also Lovcroj 
by the earlier os»;,iv. lApcruMUi* siiue the trtuvo is Jisiussed in sub- 
stantially i;riMter detail ne\t and the linal sevtion otters an assessment 
of* iis^al polikV ^inte h^o^'>. The remainder i>t tlu^ introduction sum- 
mati/t?s the most important ionwhisions of the essay. 

First, there van be little doubt that the initial Ni\on cttorti; to 
disinflate and restimulate the economy during the period before 
Au>;ubt l^'^ri were a failure, it only in the speed with which ihey 
bore iruit. Although the unemployment rate ro^e to the neighborhood 
ot o penent, the rate of inflation showed little imlination to f^ll 
quitklv to acceptable lesels in response to intentionally engineered 
softness m the economy. Second, it is unfortunate that Nison Jid 
>^not adopt some variant of an incomes policy earlier, once excess 
aj^gregate demand liad subsided. Attempting to squee/e inflation out 
of the economy through demand management policies alone aggra- 
vated both the depth and length of the recession and the slowness 
of the recovery followed. And because of the impact upon 

expectations, it is i.oubly unfortunate that Nixon announced shortly 
after coming to the White House that he would not interfere in 
prisate wage and price decisions. 

Third, over much of the Nixon period before August 1971 fiscal 
pc^licy was toc^ restrictive. Thi*^ is in part the natural consequence 
of the decision to fight inflation solely through demand management, 
without an assist from any kind of incomes policy. But it also reflects 
the development of a new fiscal orthodoxy which demands that, 
except in emergencies, expenditures (unified budget) should not 
exceed the revenues that the tax system would yield if the economy 
were operating at tuH employment. As a general presumptive rule, 
budget balance at full employment makes sense and is vastly superior 
the old orthodoxy that required balance in the actual budget. Had 
it been adhered to, such a presumptive budgetary rule would have 
prevented much of the inflation that began in 1^66. And of more 
immediate relevance, it would contribute to the maintenance of 
fiscal responsibility in 1^73 and beyond. But it does not seem wise 
to prohibit ourselves from using discretionary fiscal policy in a situa- 
tion such as prevailed during late 1^70 and early 1^71. 

Our fourth conclusion is, then, that we should adopt a presump- 
tion that the unified budget should be in rough balance at full 
employment, but that we should stand ready to use discretionary and 
temporary tax changes when necessary to keep the economy close 
to the target path, As has been proposed so many times in the past, 
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these kOuU be across the board (positive or negative) surcnarges on 
the iiuome taves, imposed at the President's discretion but subject to 
congressional approval, doing a step Further, consideration could 
be given to a variable tax subsidy for business fixed investment and 
expenditures on con^unUT durables or to formula flexibility, under 
vvhikh tax rates would vary automatically with economic conditions. 
!n any event, decisions about the level of taxation that is appropriate 
for short-run stabilization purposes should be divorced from decisions 
about the optimal level of taxes and expenditures in the long run, 
this latter being based on the desirability of various government 
programs, 

Finally, institutional innovations are necessary to improve deci- 
sions on the proper level of taxes and government expenditures and 
to ensure that in normal (full employment) times taxes cover expendi- 
tures. The twin speiters of congressional unwillingness to raise the 
taxes needed to pay for programs authorized and presidential usurpa- 
tion of the financial prerogatives of the Congress are both unaccept- 
able and fraught with danger. 

Kennedy-Johnson Economics 

When John Kennedy became President in 1961, the U.S. economy 
w^as operating at well below its potential jnd had been doing so for 
three years. Reflecting the relatively depressed level of output, the 
unemployment rate for those three years had averaged almost 6 per- 
cent and it rose during 1961 to average 6.7 percent for the year as a 
whole. On the brighter side, prices were relatively stable over this 
period, again reflecting the low level of economic activity and the 
absence of demand-pull pressures. 

The Nov Economics. The economists advising President Kennedy 
argued and most other economists agreed— ;hat the economy's 
failure to operate at capacity could be traced directly to an overly 
restrictive fiscal policy. During IPoO and 1961, for example, the 
federal sector of the national income and product account would 
have shown an average surplus of $11 billion, or 2.2 percent of 
potential GNP, if the economy had operated at full employment. 
That the budget (NIA basis) was approximately in balance for the 
two years reflected the shortfall in revenues produced by the failure 
of potential output to be achieved, not a ''neutral" fiscal policy. 

Because this high full-employment surplus constituted unhealthy 
fiscal restraint; the argument went, taxes should be cut— as they were 
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in 1^04 in order to reduce the tull-employment surplus ^nd jUow 
the etonomv to re*uh full employment, which at thiSt time was taken 
tentatively to be 4 percent. Monetary policy would be largely "accom- 
modative/' by allovvinK the expansion to priueed without being 
choked oft by high interest rates. 

As unemployment was reduced, it would be necessary to know 
the shape of the Phillips curve, which showed the trade-off between 
inflation and unemployment, in order to determine whether the 
unemployment rate could be pushed below the 4 percent interim 
target without generating inflationary pressures. As the unemploy- 
ment rate was reduced, inflationary pressures would grow. But these 
pressures should not be great if full employment were approached 
gradually, especially in the final stages of the approach. Moreover^ 
it was believed that wage-price guideposts and presidential jaw- 
boning lould contribute significantly to the prevention of inflation 
stemming from above-average price and wage increases in con- 
centrated portions of the economy. Ome full employment was 
reached, the economy would be kept on or near the growth path of 
potential output by the timely application of the fiscal stimulus or 
restraint indicated to be necessary by econometric forecasts of eco- 
nomic conditions. 

There were, of course^ dissenting views from the glowing picture 
of an economic Camelot painted by the Kennedy Council of Economic 
Advisers. The most important of these was the one associated most 
commonly with Milton Friedman and with the Committee for Eco- 
nomic Development (CED) and its research director, Herbert Stein. 
Though the Friedman and CED views were not identical, they shared 
the belief that discretionary fiscal policy is as likely to be destabilizing 
as stabilizing, and that it is likely to have a natural bias toward full- 
employment deficits and inflation. From this belief it was concluded 
that tax rates and expenditure policies should be set so as to yield 
rough balance or a small surplus at full employment and not varied 
for countercyclical reasons. Fiscal policy would contribute to the 
maintenance of economic stability only throu^^.^h the built-in stabilizers 
in the budget, inherent especially in the responsiveness of tax rev- 
enues (at unchanged rates) to changes in economic activity. Of 
course^ advocates of the so-called stabilizing budget agreed with their 
more activist colleagues that a reduction in the full-employment sur- 
plus was needed in the early 1960s^ even though they disagreed as 
to the course policy should follow once full employment was neared. 

Origins of Inflation. Taxes were cut in 1964 and the economy behaved 
much as had been predicted by the so-called new economics. By the 
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iMid ut l^^u5, tin* uncmploynuMit vMi* stood 4.0 perient. Equally 
impi>rt»int, this itnprcssiso result luid been aJiicvcd with little cost 
in ternm ol a h\f,hcv rate ot intuition. Thou>;h the ceonomic advance 
in \mv 1^^c5 w.is some\Nhat nuMe rapid than evpe^ted or desired, it 
seemed rtJ^iMi.iMe to bfhe\t^ tiu^t sli^;ht pressure would he applied 
to the tisk^al iMMket* in order lo allow the eLunomy to slide smoothly 
onto tiie long-run path ol potential output without creating serious 
inflationary pressures. 

This belief was short-lived. Allhouj;h expenditures for the Viet- 
nam War and domestic Cireat Society pri^^ranis weie rising rapidly, 
President lohnson refused to lequest in early l^^oo the tax increase 
his eiononiii ad\isers warned was newcssary if inflation was to be 
avoided. In addition, and perhaps as a direct result of this fiscal 
inailjon, businessmen a.Ided tuel to the developing inflationary fires 
by investing; heavily in plant and equipment, sensing that demand 
would be strong for the foreseeable future. Through most of 1^566 
only thi- f ederal Reserve resisted strongly the trend toward intlation- 
arv excess a>;gregate demand, holding down the growth in the money 
supply in the i\ue of increasing demands for credit. This abandon- 
ment ot an at i onimodative monetary policy sent interest rates soaring 
anil residential c iMisii tion plummeting. L\en so, the unemploy- 
ment rate tell below the interim 4 percent goah to 3.$ percent, for 
the year as a whole. More important, the consumer price index (CPI) 
and tiie impluit CAT detlafiu' both rose by over 3 percent during 
1*^^00. Finally, bv the end of l^oo wage-price guidcposts and jaw- 
biMiing had lost whatever eifectivvness they had had in the war 
against inflation, though the Cotmcil of Economic Advisers continued 
to announce guideposts throughout the retnainder of the Johnson 
administration and even in its h^o^ annual report. 

The end of the investment boom, which may simply have run 
its viuirse or may have been stifled by the temporary suspension of 
the investment tax credit in late together with a sizable in- 

ventc>rv adjustment and continued weakness in homebuilding, pro- 
duted a slight downturn of economic activity in early 1967/ despite 
the ciuitinuation of a strongly expansionary fiscal policy, Never- 
theless, it was predicted that recovery in the second half of the year 
would be strong, and in his l^o8 budget message, President Johnson 
requestt»d a o percent income tax surcharge, to be effective 
luly 1, I^>o7, Administration eciMiomists hoped that finally they could 
put the econurny on its Unig-range growth path of full employment 
with priic stability, despite the difficulties of doing so in the presence 
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ot the incrtM^inj; conunilnicnt to tiic Vietnam VVar and domcyslU' 
siHiiSl pro>;rams. 

Oiwe aj',ain the economists' hopei^ were thwarted by political 
realities. Partly because oi rehatame to raise taxes before it saw 
hard evidence that higher taxes were needed and partly because of 
disagreement with Johnson as to the iin}X)rtance of higher expendi- 
tures for the Vietnam War and domestic programs, the Congress 
delayed passage of the surcharge which it finally enacted at a 
IC percent rate until mid-l*^o8. Because c^f this delay, the full- 
employment deficit rose to average over $11 billion (at an annual 
rate) during the four quarters immediately preceding imposition of 
the surcharge. Such a strongly stimulative fiscal policy coming at 
a time of high employment and renewed strength in private demand 
was to have wc>efully predictable results. 

What seems not to have been fully anticipated, however, even 
bv nu^st professional economists, was the relatively small impact the 
surcharge wtnild have on private spending in the short run. House- 
holds appear to have reacted to the surcharge by saving less, as much 
as by consuming less, and corporations continued to invest at a high 
rate in spite of the surcharge. Moreover, the Federal Reserve, fearing 
that the disinflationary medicine would be too much for its over- 
heated patient, reacted to the surcharge by expanding the money 
supply at what turned out to be a much too fapid rate. Because of 
the delay in passing the surcharge and because of the surcharge's 
weakness and the perversity of the monetary policy accompanying 
it, unemployment during 196S averaged only 3 ^ percent of the labor 
force and inflation accelerated. (From December l^b7 to Decem- 
ber 1^08, the CPl and the wholesale price index (WPI) rose by 
4,7 percent and 2,8 percent, respectively,) But perhaps more impor- 
tant in retrospect; though more difficult to measure even now, Amer* 
icans seemed increasingly to have come to view inflation as an 
ordinary, if not pleasant, part of life during the late 1960s. 

In summary, the l^t4 tax cut produced the welcome advance to 
high employment that had been predicted, and apparently with little 
pressure on prices. But the failure to raise taxes to finance increased 
spending on the Vietnam War and domestic programs allowed the 
full-employment budget to shift far into the red and drove the econ- 
omy well beyond the mere achievement of full employment. As a 
result, excess aggregate demand caused inflation to begin and then to 
accelerate, and the guideposts crumbled. By the time the surcharge 
was passed in 1968, inflation was proceeding at a rapid rate and 
strong inflationary expectations had been generated. Finally, the 
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surcharge had i^ubstantially U*sh impact on spending than might have 
bven exptvtcd, pcrhapii in a lai>;o part duv to the *ihift to a highly 
t;xpan!!»itinary monetary poli^^y that awcompanU^d its passage. 

Li*SM3n!» of the Sixties, Thv intlationary i^poritMuu i)f tho late I^^oOs 
provided us with some miportant new information about the economy 
in *>ome areas, Init left us with a substantial amount of uncertainty 
in others. One critical piewe of economic information that the infla- 
tionary fiasco ot the late l^^dOs prevented us from obtaining was 
direct evidence on the trade-ott between price stability and high 
employment It seems possible that in the mid-l*^dOs a 4 percent 
unempluvnient rate lould have been maintained indefinitely without 
serious pressure on prices, espeiially if it had been approached 
gradually and if active measures were taken to improve the unem- 
ployment-intlati4)n trade-otf. And it is even possible if less likely-- 
that the unemployment rate could have been safely pushed somewhat 
below 4 percent, provided it were reduced very slowly and carefully. 
Certainly it iiuild n^^t W pushed down Ljuickly, as it was in 1966 and 
l9oS, without disastrous cHeits on the rate of inflation. 

The exp^'rience of the late l^t»Os should have settled rather con- 
clusively one of the more turious debates in modern economics. The 
1*^00 credit irtmih, whiib slowed the growth of aggregate demand 
in the faio of a highly expansionary fiscal policy and which was 
repeated in a somewhat different form and intensity in 19t>^, showed 
convinc ingly that "money matters." But this and the later experience 
revealed that, due in large part to institutional rl^^idities, money 
matters most to residential construction and state and local govern- 
ment financing, an allocative result that some observers have con- 
cluded renders extremely tight money an unacceptable means of 
controlling aggregate demand. ^ 

While the experience of the late l^dOs showed conclusively that 
money matters, though unevenly, it did not similarly provide a con- 
clusive test of the efticacy of an active fiscal policy of the type 
espoused by the Kennedy-Johnson economists. The nation was not 
allowed to gain experience under an activist fiscal policy operating 
in an environment of full employment achieved gradually and with- 
out inflationary pressures. Just as full employment was being 

' tor vsAmpli*, the di^cu**^!!^ by Arthur M. Okun, "Rules *ind UoIe*» for 
»inii Mnn<»t.irv Polay/' in Mmcs |. Duimond, cj,, h'^ut'n iit Fi^^tut and 
\hyuv!,vu /*n//rv I'hc I'ilvific i\-ofionit>t Vww^ fhc Ciuttfoi*rr'i\^ (Chicago; 
f)t' P.Hi! UniViT^ity, 1^71), pp. 51-74, esp. pp. 54-55. The institution^il rigidities 
jniiude mj>iiniiim interest rates that can lu» paid on slate and local debt and 
charged on I HA mortgagcf*. 



44 



i.KAntAUsM AND tUl SIV 



*Khicvt'd, poliiV .^ssuMU'J J st^iiui' that Pn^iiicnt KihnsonV 

aJviMTs kiU'vC vvii> inappropJi»^^^*lv t»\{nin*.ionary and invalidated the 
tt'st. Thv adviuatt' o! aiti\isiii in tibial poliiy mi^;ht plead that both 
ihv inflation and the taihiie of the l^'^vA ^uwUm^v to have the antici- 
pated e?n\t shouUi be tia^i'd ti^ thi' jn^hluuuv* vvhi* allowed exiess 
demand \o build up and not to tlie new eiononiics, sinic the latter, 
It tolUnved ionsistently. vviuild have prevented the inflationary binge 
and made the suiihar^e unnecessary , 

In response to this hne ot thou);ht. the ad\ o^ate ot the stabilising 
budget approakh to tisi,j| pi>liiV might note that his advtHaey was 
basi'd in part precisely upon tiie danger that when it mattered most, 
politiial fories would prevent required tiseal steps from being taken. 
Atiordiiig to this view, the inllation i»l the I^oOs far from invalidate 
ing the te*%t of \\w new ewonomiis, should be uiterpreted as a low 
store on the test. 

On the ba^i-. of t videnee from the late l^cOs, advocates of the 
C'LD rule ^wm to have been torrcit.* Certainly the CLD rule that 
the full-empK>vment budget should show a slight surplus at full 
employment, had it been tolknved, would have prevented the mas- 
sively inflationary detitits at (more than) full employment that oc- 
curred. Hut as even the architects of the CLD rule (especially Herbert 
Stein) ha\e irgued, it is not obvious who iould have imposed such a 
rule upon the Congress and the President, or how. Quite possibly 
the same influenies that prevented the appropriate fiscal actions from 
being taken between late l<^o5 and mid-l^^^jS in the absence of a rule 
requiring that the full-employment budget be in approximate balance 
would have caused the rule to be broken, if it had existed- 

In short; those who entered the l^eOs with high hopes for the 
stabilizing possibilit.es of an active fiscal policy had those hopes 
treated rather badly, first by fiscal inaction originating in the political 
sphere, and then by the weakness of the impact of the 196S income 
ta\ surcharge on aggregate demand. The experience must have 
caused almost all advocates of the new economics to temper with 
caution their enthusiasm for the possibilities of ''fine tuning/' And 

* 111 |M»i«-t>n.il nMut"ts»Hion with tin* outhor, I rank \\\ SihiH, whict Cic^nomi^ft for 
Uu* C\D, h.fs t.ikn^ fvtt'ptuin tn tin* rcpiMtcd ri'U^n'inr*. to the CKD rule in 
Mi lure, Fi^fiil ftnlnti': Thv Ua^ioni^ of ihv Sixties, btH^usc the Ct.D in it* policy 
statement, //."im/ tind WoncttV}^ r4i/iru%< for Steady I'd'^fumtic Ctrimuh (New York, 
1^0^), had rt'coRni/cd that stabili/ation objcitivis may call for discrctiOfiary 
fiscal lit tion»« to supplement the built-in stabili/cfs in the budftct. Reference in 
the earlier e^'S.iy w.is, of icujfsf, to the C! 0 rule as it had rvistcd throughout 
must ut the HoOs and a*i it w*3i» commonly understood by the public. The 
mipnft.inki' moditji.itions tu the ofi>»inal rule .tnd their relation to the policies 
of th<? current admini»»tration are dii»cusmi below, ^/ 
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it demonstrated quite wlearly the dangers of ever letting the economy 
betome overheated by pursuing ari overly expansionary fiscal policy. 
Experience under the surtharge suggested that the success of "fine 
tuning" was likely to be greater it the '\oarso tuning" knob had 
nut fn^t been twisted violently, 

The Came Plan of Ciaduali^m 

By the time Richard Nixon became r»csident in the nation had 

returned from the fiscal insanity of the l%6-o8 period. The tax 
surcharge and expenditure controls passed in 1^6S had reduced the 
fuU-employment deficit from almost Si I billion (at an annual rate) 
in the firs^ half of that year to just over $4 billion in the second half, 
and for l^o^ as a whole the full-employment budget showed a sur- 
plus ot $11 7 billion/" Partly offsetting this tight fiscal policy, which 
resulted m part from ;hr continuation of the 10 percent surcharge 
until the end of 1*^0^, was a marked loosening of monetary policy by 
the Federal Reserve in late 1068. Due to the fear of fiscal overkill, 
the money supply was allowed to grow almost twice as fast during 
the second half of the year as during the first. 

President Nixon's economic advisers believed that by continuing 
this restrictive fiscal policy -which would now be combined with 
tight money - they iould eliminate the excess aggregate demand that 
had spawned the mflation, and do so without inducing any important 
rise in the unemployment rate. After a short period oi relatively 
harmless disinflation during which inflationary expectations would 
be broken, prices wouid bo rising; substantially more slowly than 
before and the economy could be restimulated to put it on the path 
of full employment and price stabiPty. The quest for a fis^cal Camelot, 
at least, had become a bipartisan objective. 

As first steps in implementing this policy, the Nixon administra- 
tion announced its support for the extension of the surcharge through 
the middle of 1^70, its intention to hold federal spending in fiscal 

•'The l<Jo8 fij^iirts 4re from Arthur M. Okun and Nancy H. Teeters, "The Full 
rmploymi*nt Sutplus Revisited," Brookirt^zf^ Pi^pcrf^ in Economic Activify, 1; 1<>70 
^WdvhinRtun, D. i. .: The BrookinRf* ln»tlituf ion, 1P70), pp. and the 1960 

iiguri*** .in* irotn the Anttutjl Rvpiut of tlw Couttctl nf iauuffttic Advi^cr^i, 1971 
<W.i».hin^t4»n. D, C : C4»vi»rnmt»nt TrintinR Offiir, 1<»71), p. 7i The figures are 
not i\ui\v iun^-iHtrnt, in th.U the CI A entimate of the fuli-i'mployment deficit for 
4h .1 nhole is $£».0 billion, whereas the Okun *!nd Teeters estimate h 
$7.0 billion. Similarly, the l^t^ estimate by Okun and Teeters is only $9J billion. 
But the two sets of figure^^ tel! the same story in general term«*. 
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1^70 some S2A billion below the annnnit rcquetited in the Hnal John- 
son budfiet/and its desire to see the 7 percent investment tax credit 
removed from the books, this Inst to be a permanent change. For its 
parf, the Federal Reserve stron>;lv reversed directions and, during 
L^i}"^, the money supply grew by barely 3 percent. 

Initially this policy of gradualism was generally accepted as 
being reasonable in broad form (it not in terminology) by most 
eccMiomists. Where President Nixon's advisers and their Democratic 
couiiterparts ciittered were (1) on the conduct of policy after reason- 
able price stability and full employment were attained and (2) on the 
usefulness of wage and price guideposts or controls. 

Not surprisingly, the Nixon Council of Fconomic Advisers, in 
which Herbert Stein assumed primary responsibility for fiscal policy, 
earlv anntumced a goal for budgetary policy that resembled closely 
the C'Fl) rule/' it explicitly eschewed the activist fiscal stance em- 
braced by its predecessors under the unfortunate name of "fine 
tuning," though in fact the tightrope it hoped to walk in the return 
to uill employment and price stability was exceedingly thin. 

Moreover (and ironically when seen in retrospect), the Nixon 
administration almost immediately upon assuming office announced 
that it would use neither vvage-price guideposts or controls nor pres- 
idential jawboning in its efforts to halt inflation. This disavowal of 
anv form of incomes policy^ which was gratuitously repeated many 
times anci roundly criticized by Democrats, was based upon several 
fundamental beliefs. These *vere (1) that an incomes policy could 
have no real and lasting o'.fect on the rate of inflation so long as 
inflation was due to excess agi^,regate demand; (2) that s*.ch a policy 
would be unnecessary once aggregate demand was reduced to a level 
consistent with full employment and price stability, as softness in 
labor and product markets would automatically and fairly quickly 
reduce the ratcr^ of price and wage increases to acceptable levels; and 
(3) that by interfering with the free market allocation of resources 
an incomes policy maintained for any length of time would be 
positively harmful 

"the Gradual Effects of Gradualism. The combination of tight mone- 
tary and fiscal policies pursued during 1^69 did have the desired 
eHect of slowing the growth of GNP, though the effect was slow in 
coming and was feU more in terms of slower real growth than in 
terms of lower rate of inflation. In real terms, GNP grew by only 

See Amual Report of the Council of Econofuic Advi$cr$, 1970, pp. 67*6S. 
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2.7* percent in lOt?^, well beknv the long run potential rate, estimated 
at 4*1 percent, and in the fourth quarter real output was actually 
slightly below its third quarter level. Even sO; the unemployment 
rate was 3.5 percent in December, Moreover, the rate of inflation 
^howed no inclination to tall, and in fact the rate of price increase 
accelerated somewhat over its 19o8 level. Finally, the effectsofnione- 
tary restraint were felt primarily in the markets for stateTSu local 
securities and capital projects and in mcrigage lending and residential 
construction. 

Nixon's Council of Economic Advisers proposed in its 1970 
annual report to continue the policv of gradualism it had followed 
during l^^o^^, Under this policy softness would be allowed to develop 
early in the year, in order to reduce inflationary pressures and infla- 
tionary expectations. Then recovery in the second half would prevent 
unemployment from rising to unacceptable levels. For the year as a 
whole an unemployment rate of no more than 4.3 percent and a rate 
of inflation of about 4.4 percent, as measured by the CNP deflator, 
were expected. 

In operational terms, this meant that a modest surplus in the 
unified budget would be combined with ''moderate monetary re- 
straint" in 1^70, This combination, it was claimed, would allow both 
achievement of the target path of GNP and the recovery of residential 
construction and state and local borrowing, which had been especially 
hard hit by the monetary restraint of 1969. Strangely enough, the 
1970 annual report of the CEA, written in large part under the direc- 
tion of Herbert Stein, one of the early architects of the concept, con- 
tains no estimate of the balance in the full-employment budget. But 
Okun and Teeters estimated that the full-employment budget would 
show a surplus of $10 billion for the year as a whole."^ This did not 
appear too restrictive at the time, as most economists agreed that 
any slowdown would be mild. 

The economy's pciformance was even more disappointing in 
1970 than it had been in 1969, The CNP deflator rose just as 
rapidly by 5,3 percent — as in the previous year. And the unemploy- 
ment rate rose to an average of 4.9 percent for the entire year, and 
stood at 0.2 percent at the end of the year. In real terms, GNP was 

' Okun *5nd Tt*eters, "The Full Lmploymcnt Surplus Revisited." In response to 
t|U4'stions pi>soJ in thv loint I iont^mic Commitlt'c's htMrinj;*^ on it^* Atttufnl Rcpmrt, 
the CIA did offer both some ♦iltfrnnfivc estim^itps of the full-employment surplus 
.ind a discussion of why such estimates were .i p^irticularly unsatJsf^Jctory 
mckisure of the state of the budget at th*st time. Some of these points alio 
appe-^r tn Okun »ind Teeters, ibid. 
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below its third-qiuutcr level in ejch quarter ot 1^70. Though 

the tigures tor output were made worse by the General Motors strike 
in the tourth quarter, there would be no doubt that the Nixon policy 
of gradualism was affecting real output and the unemployment rate 
much more strongly than it was attesting the rate ot inflation -and 
also much more strongly than had been expected. Even so, the situ- 
ation on the output and employment side, if not on the mflation side, 
would probably have been even worse it the Full-employment surplus 
had not fallen by $3.5 billion in the course of the year, to $o.7 billion, 
because of the administration's inability to hold spending within the 
limits it had set fur itself. In retrospect, even this full-employment 
surplus seems to have been too large and the administration's dogged 
commitment to budgetary restraint ilUadvised, given the continued 
weakness of the economy. Moreover, the i percent increase in 
the money supply might have been somewhat below the rate that 
would have been appropriate, given the continuing rate of inflation. 
In its l^^ri annual report the Council of Economic Advisers 
repeated its determination to follow the initial game plan of gradual- 
ism, though the American public must have felt by then that the 
administration was playing in eionomic overtime. In a forecast that 
was as much a target as a prediction and that many outside observers 
believed must have been mandated by the White House, the CEA 
predicted that GNP for 1^71 would total $1,065 billion. This, it 
announced, would be "cimsistent with satisfactory prc^gress towards 
, . , an unemployment rat^^ in the 4^ 2 percent /one and an inflation 
rate apprcuching the 3 percent range by mid Not surpris- 

ingly^ this extremely optimistic GISJP forecast, and with it the corol- 
lary effects in terms of inflation and unemployment, met with general 
disbelief on the p.3rt of forecasters whose CISJP figures were bunched 
fairly tightly in the range of $1,045 to $1,050 billion. Murh of the 
skepticism arose because it did not appear that polity would be stim- 
ulative enough to produce a recovery of this strength from such a 
mild recession.'* 

Th6 Keynesianism of Nixon. Probably more important in the long 
run than this unrealistically high forecast was the official endorse- 
ment by President Nixon of the concept of the full-employment 
budget. Citing both the need to avoid balancing the actual budget 

Atviiuil Report of the Council of I'.cotiomic Advi^cm, 1971, p. 84. 

^♦This forecast was generally received more favorably by outside economists 
leaning toward the rhonetarist school than by those with fiscalist tendencies. 
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when thv economy is operating at below itii potential and the need 
tor listai discipline, the President said: 

In fiscal 1^71 , the Federal Government will spend 
*?212.S billion, vvhiih is oquiNalent io the revenues the econ- 
omy would be generating at tull capacity. The actual deficit 
is expected to be $18^2 billion. In tiscal 1972, also, the 
planned expenditures arc equivalent to the revenues we 
would get at full employment. How big the actual deficit 
will be next year, in fiscal 1972, will depend on economic 
conditions. It the economy follows the expected path of a , 
s'igorous, noninflationary expansion, the deficit will decline 
to $1 P : billion. This combination of deficits is appropriate 
to the situation through which the economy has been pass- 
ing. The budget moved into deficit during calendar 1970 as 
the eumomv lagged below its potential. Accepting this 
deficit helped to keep the decline in the economy moderate. 
It wa^ a policy of not subjecting individuals and businesses 
to higher tax rates, and of not cutting back Federal spend- 
ing. whiMi the economy is weak because such actions would 
have weakened economic conditions further. 

To say that deficits are appropriate in certain conditions 
is not to say that deficits are always appropriate or that the 
si/e of the deficit is ever a matter of indifference. Such a 
policy of free-for-all deficit financing would be an invitation 
to inflation «nd to wasteful spending, 

As 1 stated last June, we need to abide by a principle of 
budget policy which permits flexibility in the budget and yet 
limits the inevitable tenden^^ to wasteful and inflationary 
action. The useful and realistic principle of the full employ- 
ment budget is that, except in emergencies, cxp^ctiditurcsi 
t^hoiild uot cxcccii the revenues fJmt the tax system xooiitd 
u'hot the economy is operatini^ at full employment. 
The budget for fiscal 1972 follows this principle. 

Balancing the budget at full employment does not deny 
or conceal the deficit that will exist this year and almost 
certainly next year. It does, however, avoid large deficits 
when they would be inflationary, like the swing to a big 
deficit in fiscal 19^8. It means that even when the economy 
is low we must not allow our expenditures to outrun the 
revenue-producing capacity of the tax system, piling up the 
prospect of dangerous deficits in the future when the econ- 
omy is operating at a high level. Moreover, to say that 
expenditures must not exceed the full employment revenues 
draws a clear line beyond which we must not raise the bud- 
get unless we are willing to pay more taxes. This is an 
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irreplaceable test of the justil'uation for spending. It keeps 
fiscal discipline at the center of budget decisions.^" 
These pronouncements were interpreted and probably rightly 
so- -as heralding the .u\efManie bv Uuhard Nixini of a si/able por- 
tion ot the gospel ot Keyncsian ekonomics, though vvc should hasten 
to add, "the gospvi aciording to George Shult/, Paul McCracken, 
and Herbert Stein," In particular, they implied that no effort would 
be made to offset tendencies toward budgetary deficits induced by 
softness in the economy. But the Nixon conversion to Keynesian 
cconomii*'. did not extend to the discretionary use of fiscal policy in 
the form of a full-employment deficit to stimulate recovery. Devotion 
to maintaining balance in the full-employment budget precluded that. 
Thus in the short run the administration pegged its hopes for a 
rapid recovery and aihievement of its Sl,0t»5 billion target for 
C;NP upon monetary policy, the built-in stabili/ers in the budget, 
and the tendency of the economy towards full employments^ 

Finally, in its 1^71 annual report the CEA again repeated its 
disavowal ot the kind of direct controls on wages and prices that 
would be instituted less than seven months later. After noting public 
weariness with continued inflation and support for direct wage and 
price controls, the couniil catalogued some of th? hidden dangers in 
such controls and made the following statement: ''Short of an emer- 
gency of a kind which does not exist, mandatory comprehensive 
price and wage controls are undesirable, unnecessary, and probably 
unworkable. The Covernmr* . should not rely upon pseudo-solutions 
for real problems and should not delude the public about doing so/' 
It did, however, note the role played by inflationary expectations and 
the desire to "make up" for past losses due to unanticipated inflation 
in giving "momentum" to the existing inflation and in prolonging 
inflation. Thus, w^hile the CEA continued to express it's belief in the 
efficacy of conventional stabilization measures it was beginning to 
admit more explicitly that something more drastic might need to be 
done if ever inflationary expectations were to be broken/'* 

I'.i'onoffUi Report nf tin* Pri'<iticnt, 1^71 (Washington, D. C, : U.S. Government 
Prinlin^ Office, 1^71), pp, c-7. Actually, Nixon h*id officially siinttioncd of 
the full-employment budget concept during July of 1«^70, though an occasional 
statement by him and various high administration officials after that seemed to 
belie the fact. 

^^The administration announced the liberali/ation of depreciation rules at the 
start of 1P71. But this was not expected to provide much stimulus during i971; 
see AttfiUiil Rvyort of the Council of Leo f torn ic Advi^crsi, 1972, p. 33. 

Autiunl Report of tlw Council of l.conomic Advisers, 1971, pp. 78-S2. The 
quotation is from p. SO. 

^'^Scc Annual Report of the Council of Economic Adtu^cr9, 1971, pp. 60-62 for 
the CEA's discussion of "Why Is the Inflation So Stubborn?" 
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Nixon's New Economic Pdficy 

Gradualism seems to have been slightly more successful during the 
first seven-and-a-half months of 1*^71 than it had been during the 
previous two years - but only slightly. Real output rose by 8 percent 
(annual rate) in the first quarter, due partly to the recovery from the 
effects, of the General Motors strike, but the rate of increase fell to 
3.4 percent in the second quarter. For the year ending with the third 
quarter of 1971, CNP rose by 7.1 percent; the rise being split between 
a 4.6 percent increase in the CNP deflator and a 2.4 percent increase 
in the real output. This growth in real output was insufficient to 
produce any substantial fall in the unemployment rate, which varied 
narrowly about the 5.9 to 6-0 percent range for the first seven months 
and stood at 6.1 percent in August. 

The increase in CNP during this year was fueled by extraor- 
dinarily large increases in residential construction and purchases of 
state and local governments, two components of demand that had 
been hit hard by tight money in the earlier periods and were rebound- 
ing in response to easier credit conditions. (Partly because early fig- 
ures under*-tated the growth in the money supply during the first 
quarter and partly because the Federal Reserve gauged the rate of 
monetary expansion by looking at money market conditions, the 
money supply grew at an annual rate of 10 percent during the first 
half of the year.) Business-fixed investment and federal purchases 
added little to aggregate demand, and inventory disinvestment and 
the large foreign account deficit were depressing influences. 

Perhaps the most notable developments were in the consumption 
sphere. Spurred by a fairly large increase in disposable personal 
income, which in turn could be traced to a 20 percent increase in 
transfer payments and the tax reductions made under the 1969 Tax 
Reform Act, consumption spending rose by 7.7 percent. But strong 
as this rise was, it was clearly held back by the continuation of the 
abnormally high rate of saving that had persisted since mid-1969. 

Performance on the price side was again proving to be less satis- 
factory than hoped. After the early signs that inflation was beginning 
to decelerate, the evidence became mixed in the second quarter and 
revived concern about inflation. The CPl and the important industrial 
component of the WPI began to rise more rapidly in the spring, 
although the rate of increase of the GNP deflator (and its private 
component) showed a v-^ak tendency to decline. The behavior of 
prices after the freeze is, of course, clouded by the impact of the 
freeze. 
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Though progress haJ bi'i'n cxkrikiatingly slow under its original 
economic game plan, it >eenis likely that the fNlixon administration 
would have tolknved the course charted in at least until the 

end of n^7I However, events during the sunimer, tulminating in 
the massive run on the dollar in early August, iorced the administra- 
tion to take drastic steps. The most important of these were the 
PO-day tree/e on wages and prices and the suspension of convertibil- 
ity of the dollar into gold, which eventually was translated into 
currency realignment. The tiswal nuMsures that accompanied the 
freeze, vvhi^^h are of most interest in the present discussion, are dis- 
cussed below. But tirst, let us consider briefly the freeze and its 
purpose. 

From the time it came into power in l^^o9, the Nixon administra- 
tion had disavowed the use of any kind of incomes policy, holding 
steadfastly to the belief that intentionally induced softness in the 
economy would produce backpressures on wages and prices that 
would eventuailv lead to acceptable price performance, anci without 
creating a severe rise in the unemployment rate. Why, then, did the 
admmistr^tion include the wage-price freeze in its actions of Augtist 
l^Vli The following seems to be a reasonable explanation. 

Two-and-a-half years of experience with gradualism seemed to 
be suggesting strongly that inflation could not be squeezed out of 
the economy as quickly, easily, and painlessly as had been thought. 
Economic softness had produced substantial unemployment and 
should have produced the backpressures on wages and prices that 
the administration sought. But there was little relief in terms of less 
rapidly rising wages and prices. Backpressures or not, firms and 
unions with enough eccmomic power to do so were making up for 
losses in real incomes that had resulted from unanticipated infla- 
tion, Moreover, after five years of inflation Americans seemed to 
have come to expect it and were acting to guard themselves from 
now-anticipated future losses in purchasing power. They could not 
easily be talked out of their inflationary expectations by administra- 
tion officials speaking about "the other side of the valley/' Thus the 
logical actions of firms, unions, and households that expected inflation 
made the inflationary expectations self-fulfilling. Finally, it seemed 
that consumers were losing confidence as they saw both prices and 
the unemployment rate continue to rise and were holding back on 
consumption spending, thereby aggravating the unemployment 
problem.^* 

Usually U is thought that the anticipation of increased inflation would cause 
consumption to rise, rather than to fall. But if the unemployment rate Is also 
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U thi^* Scenario describes the problems underlying the simul- 
taneous existence ot inflation and unemployment, then the freeze 
was reasonable poli^v response. The administration apparently 
thought that the tree/e would stop, at least tor a while, the mad rush 
iv raise prites and wages to ^atth up with past inflation and antici- 
pate tuture inflation. The respite from wage increases would result 
in a less rapid increase in unit labor costs and make possible a slower 
rate ot increase in prices once the tree/e was lifted. On the other 
hand, both the appearance that something was being done to stop the 
inflation and evidence that prices were indeed rising less rapidly 
might be expected to lead to the modification of union demands. 
This, plus the slower rate of increase in prices of intermediate goods, 
would ha\e further sjlutary effects on the rate of price increase in 
the eciMu>my. In this way the inflationary psychology could be broken 
and ihe Inflationary spiml unwound. Finally, the freeze and the 
other components of the August New Economic Policy might restore 
consumer ».onfidence, As evidence that this is the line of thought 
followed by the administration, we can quote the following passages 
trom the CLA's annual report for 1972: 

If exiess demand is avoided, the control r^ystem can help 
to break the habitual or contractual repetition of large price 
and wage increases that keeps inflation going, It can gen- 
erate the LApcctiiticn of reasonable price stability that is 
essential to the iU-liicvcmcfit of reasonable price stability. 
. . . Perhaps the most significant effect of the combined 
p*ickage was the impact on public confidence. 

Fiscal Elements of N£P. The fiscal components of the new economic 
pKin were desi^;ned ostensibly to stimulate the economy in the short 
run while nunnni/ing the loss of revenue in the longer run. The most 
important of the stimulative fiscal components of the New Economic 
Policy were the iollovving: 

1. The job development credit of 10 percent in the first year and 

risnv.!. lu>ustholJ^ may btnrome sufficit'iitiy unit*ft*jin of their cuonomic position 
to w*int til uurt'.jsf thrir rate of s.iving. SinilKirly, continuc'd dctt^r lufiition of the 
pufiha'«in>* pinvrr «{ nuomr mj>;ht mJuu' ^uttiurnt mnortninty i^use a the 
in tlu' '-.uin^* r.ittv f or a further discussion ot tht'st* issues, sec I. Thomas Justcr 
^ ♦ind P.uil Uiuhtt'l, 'Intl.ition .ind the Ctmsumcr," Bfookif^^ii P</;hvs ou Lciviomic 
Aitn'ttu, 1 ^>7:! iVV.ishifnxton, D, C: Ihv Brookings Institution, )^72), pp. 71- 
114, and "^Niito on Intlation and tho t?avm^ Rate," Hm)oAj^j.v;s Papcr<^ on 
I Ai fii^tfy. 3: 1»>72 ( VVashin^ttin, [). C: Ihe Brookings Institution, 1972), 

pp. ';i>> ;r8 

Afifiunl of the Council i>f f iOfuvjiw Aiiv}>i'rii, )^72, pp. 27, 20 (emphaeih 

in orjj^mai). 
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5 percent there^sHcr would stimulate invci^tmcnt, cspecuiily in the fir*»t 
year atter en.utment. 

2, The repeal of* the 7 percent exu^^e tax on automobiles, which 
had been Siheduled for l^^oo but then st»t aside to help finance the 
Vietnam VVar, was expected to stimulate purchases oi automobiles. 

3, lariier eftective dates tor two provisions ot the 1*569 Tax 
Retorm Act would stimulate the etonomy in 1*572 {and even late 
1^71) without reducing revenues after that. These were the increase 
in the personal exemption to $730 and the increase in the standard 
deduction to 13 percent of adjusted ^ross mcome, up to $2,000, origi- 
nally scheduled for January i, 1*573; but proposed by Nixon to be 
made efieitive a year earlier. 

^ 4. Provision for special tax treatment of the Domestic Inter- 
national Sales Ci^rpi^ration (DISC) would stimulate export*^, 

3. 1 he tiHiporarv 10 peuent surcharge on dutiable imports 
(equivalent to a rate 4.8 percent on all imports) was intended to 
provide prote^ turn for U.S. industries and probably for use as a 
bargaining pl^^y- I hough this surcharge would raise revenue, its pri- 
mary purpose and etteit would be stimulative, rather than restrictive. 

The remaining proposals in the fiscal sphere would have reduced 
expenditures, rather than increased them, and seem to have been 
inJuded in the list prmurily for public relations or simply as window 
dressing: 

1. The clearest case of window dressing is the reduction in the 
estimate of fiscal 1^72 outlays to take account of the delay in the 
passage of proposed legislation, especially for general and special 
revenue sharing and for welfare reform. Failure to follow the admin- 
istration timetable for the enactment of proposed programs would 
certainly reduce projected expenditures and should be recognized in 
forecasts of economii conditions. But it seems rather far-fetched to 
include as part of the New Economic Policy the results of congres- 
sional inaction on program.s assigned a high priority by the President. 
Moreover, even if one were willing to count the effect of legislative 
delays as part of the new economic plan, he would still have to 
acknowledge that the delays being recognized constituted a perverse 
element in the new economic plan, running directly counter to the 
need for short-term stimulus! 

2. The federal pay increase siheduled for January 1, 1972, was 
to be postponed for six months. Such a delay would offset part of 
the stimulus generated on the tax side, but was probably an essential 
part of the Nixon package if wages and i^alaries in the private sector 
were to be frozen. 
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^. The proposed 5 peticnt reduction in federal employment and 
the "mistellar \nis sm.ill reduttiont; in expenditures" seem to have no 
similar justituaiion. Whether or not they made good sense in the 
long run, these spending tuts ivrt.iinlv ionstituted perverse fibcal 
polkv m the shi^rt run. Thus on slabili/ation grounds it is difticult 
to understand their inclusion, The cryptic remark that the cut in 
federal employment "would be the most effective way to reduce 
Federal outlays with minimum short-range loss of service to the 
Liti/ens" is of no help in understanding this proposal, since it is not 
clear whv reducing federal luitlays should be included as part of a 
stimulative tiSLai patkage. One explanation would be simply that the 
administration wanted to fool a i'isvally unsophisticated public by 
giving the impression that the government was sharing in the belt- 
tightening of the freeze, without bothering to note that the govern- 
ment's belt tightening u^nstituted restrictive fiscal policy. A more 
charitab,e mu\ more sophisticated justification would be that the 
administratiiMi wanted both to achieve balance in the full-employment 
budget and hold down the si/e of the government on the one hand 
and to stimulate the economy on the other. This might be done by a 
Larcful choiie of tax reductions (or even increases, in the case of the 
import surcharge) that had a large "bang for the buck" to combine 
with spending reductions of equal budgetary magnitude. That this 
might have been the goal is suggested by the choice of the tax 
reductions actually proposed and the assertion that ''the program was 
intended and expected to be expansionary/' even though it would 
reduce expenditures in fiscal 1^72 by $1,1 billion more than it reduced 
receipts J'' 

As passed, the fiscal elements of the new economic plan were 
slightly less stimulative than proposed, (The revenue loss for calen- 
dar 1*^72 was $1,2 billion less than the administration's request.) 
However, the administration stated that this should not jeopardize 
the strong retovery which the new economic plan, including the tax 
bilL was expected to generate.' 

Monetary policy during the second half of 1^71 was distinctly 
restrictive, as there was almost no growth in the money ^*upply from 
july to Deiember. This seems to have been the result of an over- 
estimate of the growth in the money su{:*ply implied by the market 
conditions upon which the Federal Reserve was basing monetary 
poliiV. 

»*• Vhr Ji's4 nation ot llu» lis^.il Lompononts of \hv new ca>nomic plan— though 
not thiMf jntt rpri'tiituMv *nui ihv tjunt.itions ,tfc irom Auniuil Report of the 
i'otifii'il oi i'i\yfio}nii Aiivii'i'' 1^72,, pp. 0^^-70- 
^'Ihd.. pp, 71^72. 
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Part of the expected expansive influence of fiscal policy In 1972 
could be measured in terms of the 13 percent increase in federal 
expenditures (NIA basis) over their 1^71 level. Alternatively, com- 
ponents of the increase could be examined. Federal purchases were 
budgeted to rise by ^ percent and state and local purchases by 12 per- 
cent, reflecting in part the stimulus expected to be provided by 
revenue sharing. Taxes would have fallen by $8.9 billion due to 
changes in tax law, but all but $3.7 billion of this amount was offset 
by a rise in the social security wage base. However, it was expected 
that the rise in the wage base and social security taxes would 
not strongly affect consumption during 1972. Finally, on a full- 
employment basis it was estimated that the unified budget would be 
in deficit by $8.1 billion in fiscal 1972 and move to balance in fiscal 
1973, after having been in surplus by $4.9 billion in fiscal 

The Record for 1972. The preliminary figures for the 1971 national 
.iccounts showed that the skepticism that had met the CEA's now 
notorious $l,0b5 billion forecast for GNP had been well placed. 
Though the official figure was later revised to $1,050 billion, the 
initial estimate was that GNP for the year had amounted to only 
$1,047 billion, well below the council's forecast, but squarely in the 
middle of the range covered by private forecasters. 

The official forecast for 1972 was near the middle of the closely 
bunched forecasts made outside the government, GNP, the council 
predicted, would rise by 9Vi percent, or about $100 billion, to $1,145 
billion. This gain, according to the official administration forecast, 
would be broken down into an increase in real GNP of about 6 per- 
cent and inflation of about 3V4 percent, as measured by the GNP 
deflator; and by the end of the year the unemployment rate should 
have fallen to about 5 percent and the rate of inflation to 2 to 3 per- 
centJ^' While most private forecasters felt that the administration 
was overly optimistic in its allocation of the expected GNP increase 
between real output and inflation components, there was little dis- 
agreement with the prognosis that 1972 would be a good year. 

The strong expansion was expected to be broad-based. Business- 
fixed investment was expected to rise by 8 percent over its 1971 level 
Although the rise was not expected to be strong in the manufacturing 
sector, due to the still relatively low levels of plant utilization, 
extremely strong investment demands were expected in other sectors, 
especially airlines, electric and gas utilities, and communications, 

^«Ibld., r 104-10^. 
^9lhid.,tJf^ 101, 105. 
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Profits, and with them retained earnings, would be increasing during 
the year, so that financing this level of investment should pose no 
problem, especially when account was taken of the newly enacted 
investment tax credit. 

The second component ot private investment, inventory accumu- 
lation, was also expected to contribute strongly to expansion, rising 
to $8 billion, after averaging barely $2 billion during the previous 
two years. Finally, total outlays for residential construction during 
1972 were expected to rise by 15 percent, reflecting in part a sub- 
stantial shift in housing starts from multi-family to single-family 
units. This forecast was based upon the belief that monetary policy 
would be more expansionary than it had been in the second half of 
\^7l and that, as a result, conditions in mortgage markets would not 
be suth as to choke off the projected level of homebuilding. 

Consumer spending was expected to rise by about 8 percent in 
1972. This expansion would result primarily from increased dis- 
posable income originating in tax reductions and increased social 
security payments on the one hand and from the simple working of 
the multiplier process and the rise in other components of aggregate 
demand on the other. Even though the Council of Economic Advisers 
reported that consumer confidence had improved since the freeze and 
might improve still further, it was unwilling to base its forecasts for 
1972 on the assumption that the high rate of saving out of disposable 
income would return to its historically lower level."*** 

In his 1971 economic report. President Nixon had suggested that 
"1971 will be a better year, leading to a good year in 1972." He was 
just barely correct about 1971. But for 1972, when it really mattered 
politically, he was quite right. GISJP rose by just over the $100 billion 
projected in the council's 1^^72 annual report, to $1,152 billion.*'- 
This 9*2 percent rise in CNl' consisted of a 6V2 percent increase in 
real output and of only a 3.0 percent rise in the deflator. Thus for the 
first time since the Nixon team took command in 1969, the economy 
had performed better in terms of both prices and real output than 
had been predicted at the first of the year. 

With the continued exception of net exports, which did not 
respond quickly to the devaluation of December 1971, all sectors of 
final demand contributed to the expansion. Benefiting from liberal* 

-<Ubid., p. 105. 

r.cotti^mic Report of the Prct^idcfit, 1071. p. 3. 

" The fine of $101.7 billion wa^ from a b^isc oi $1,050.4 billion, rather than Irom 
the preliminary figure for 1971 CNP of $i,046.S billion u^d in preparing the 
1971 Annual Report of the Couttcil of Ecorwmic Advi$er$. 
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ized regulations^ governing depreciation allowances and the job devel- 
opment credit, the excise tax cuts on motor vehicles, the strong 
growth in aggregate demand during the year, and the ample avail- 
ability of funds from both internal sources and capital markets, 
business-fixed investment ruse by 14 percent from its 1971 level, 
compared with the expected 8 percent rise. Even greater in percentage 
terms was the rise of : percent in residential construction. This 
reflected demographic factors, favorable conditions in mortgage mar- 
kets, and the remaining legacy of inadequate homebuilding during 
the periods of tight money in the late l«5oOs. Particularly notable in 
this context was the execution of monetary policy. The Federal 
Reserve adopted as an additional target for day-to-day operations a 
particular rate of growth oi reserves available to support private 
nonbank deposits. This seems to have resulted in a steadier rate of 
growth of the money supply than attention to market conditions 
alone had produced. The quarterly increases in the money supply 
were fairly closely Lunched about the 8.7 percent rate for the year 
as a whole, ranging from 5.4 percent to 9.6 percent. 

Of particular interest was the growth of consumption spending 
during 1972. The historically large 8Vz percent increase in consump- 
tion occurred ip the face of substantial overwithholding (roughly 
$9 billion) of the personal income tax."* Whereas personal income 
rose by S.o percent over its 1971 level, disposable income rose by only 
6.8 percent, due to overwithholding* That consumption spending 
could rise by 8V2 percent was made possible by the drop in the 
saving rate out of disposable personal income from 8.2 percent in 
1971 to 6.9 percent in 1972. Stated differently, personal outlays as a 
percent of personal income were little changed from 1971, the 
increased percentage of personal income represented by personal 
taxes having been reflected in a fall in the ratn of saving out of 
personal inromp.^^ 

Several explanations for the drop in the saving rate are possible. 
Th;: staving rate could simply h«ive begun to fall toward its historical 
level as consumer confidence was restored. If this is the proper 

-'^Overwithholding multed from the attempt to adjust the withholding tabU * so 
that fainilie^ with more than one source of labor income would not And it the 
end of the year that too little hdd been withheld, afi happened in 1971. But 
under the new scheduler, unrelated individuaU and famiiies with more than one 
^urce of tabor income could avoid overwithholding only by claiming additional 
exemptions. Becauie most familleii with one source of lal>or Income did not 
exercise the option to reduce their withholding taxes, overwithholding occurred 
in 1972 and abnormally large refunds were paid in 2973. This explanation if 
from Atittual Report of the Council of Economic Advi§er§, 1973, p. 43. 

Annual Report of the Council of Economic AdxH$er$, 1972, pp. 23-24. 
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explanaUon^ the saving rate should remain below 7 percent during 
1973 (barring further shocks) and could even fall a bit more. Alter- 
natively, the decline in the saving rate might simply be a manifesta- 
tion of the permanent income hypothesis. Under that hypothesis, 
which must be considered especially seriously in discussions of fiscal 
policy after the experience with the 1968 surcharge, consumers 
reduced saving, rather than spending, during 1972, in response to 
overwithholding, realizing that they could use refunds in early 1973 
to achieve their saving objectives. If this is the correct explanation of 
events in 1972 the saving rate out of disposable income could be 
"'<pected to rise to a very high level in early 1973 as refunds are paid 
to households (again, barring further disturbances). 

Knowing which of these explanations is correct is both important 
and difficult. The importance lies in our desire to appraise the conduct 
of fiscal policy* If increased consumer confidence would have led to 
the fall in the saving rate that in fact occurred, independently of the 
overwithholding, and if the excess taxes impinged on consumption, 
then we can judge the overwithholding to have been a potentially 
harmful error, coming as it did when stimulus was needed. More 
important, the offsetting refunds during the first half of 1973 should 
have increased consumer spending, providing some stimulus that was 
not particularly welcome. If, on the other hand, the drop in the 
saving rate simply reflects the response of consumers to a tax change 
known to be temporary, as the permanent income hypothesis sug- 
gests, then the excess withholding may have been bothersome, but it 
represents no great error in Bscal policy. Nor could the 1973 refunds 
pose any serious problem, as they would have little impact on 
spending* 

Knowing which explanation (or mix of explanations) is correct is 
difficult because there are so many other things happening concur- 
rently. Even after data for the first half of 1973 are available we are 
unlikely to be able to determine why consumption held up so well in 
the face of overwithholding in 1972. But the 6.7 percent savings rate 
for the first quarter of 1973 suggests that it was the restoration of 
consumer confidence, and not the workings of the permanent income 
hypothesis, that caused the large increase in consumer spending in 
1972, despite overwithholding.*^ Moreover, on a priori grounds it 
seems reasonable to attribute the 1972 performance to an unsteady 

Though one should not try to miike too much of quarterly movements/ the 
pattern of saving rites over the eight quarters ending with the first quarter of 
1973 (S,6, 54, 7,S, 7.2, 64, 6 A, 7,5, and ^.7) tould be interpreted afi reflecting an 
improvement in consumer confidence. 
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start of the saving rate toward its historical average, rather than 
simply to the permanent income hypothesis. This is especially true 
since it serms unlikely that overwithholding, in spite of the attention it 
received in the press, had anywhere near the public recognition that 
the transitory nature of the 1968 surcharge had. 

Total federal outlays rose by $26 billion, or 12 percent in 1972, 
somewhat lesii than the budgeted 13 percent. The $2.7 billion short- 
fall was» produced by several events. First, because of delays in the 
passage of general revenue sharing, grant payments of $5.2 billion 
were made only in December 1972 and January 1973, rather than 
entirely in 1972 as originally budgeted. On the other hand, the first 
payments under the 20 percent increase in social security benefits 
increased 1972 outlays relative to budgeted levels. Finally, purchases 
fell somewhat short of anticipated levels, especially in the second half 
of the year. 

Federal receipts for 1972 rose by $29 billion, or $13 billion more 
than budgeted. Nine billion dollars of this unbudgeted amount was^ 
of course, due to overwithholding. As an offset, the postponement of 
the increase in the base for social security contributions to $10,200 
until the beginning of 1973 reduced collections by some $2 billion. 
Finally, tax accruals ran somewhat ahead of what was foreseen at the 
start of the year. 

Federal fiscal policy during 1972 was expansionary. Whereas 
the full-employment (NIA) budget showed a surplus of $1 billion in 
1971, it showed a $4 billion deficit in 1972, due to increased expendi- 
tures and tax reductions/-'^ Even this 1972 figure, the Council of 
Economic Advisers said, would understate the stimulus provided by 
the budget, since some of the $9 billion in overwithheld personal 
income taxes could be expected to have come out of savings, rather 
than consumption. While we can not know exactly how overwith- 
holding affects saving and consumption, the council's attribution of 

'-^^ Inexplicably, the council insists on using both NIA and unified budget concepts 
in reporting the balance of the full-employment budget. For example, in its 1973 
annual report it uses NIA concepts on pages 40-43 but on page 74 speaks of 
"a shift of the budget— from a position in which the unified budget would be In 
deficit at full employment to a position in which it would in balance at full 
employment." Peihaps the administration continues to use both concepts because 
it believes that fiscal discipline is most accurately measured by the balance of 
the unified budget (at full employment), but most fiscal analysts prefer to use 
the NIA V^sis. Even this is not stated explicitly. Sinte the differences in the two 
budgets mi ' t be quite incomprehensible to the layman and can be reconciled by 
speciali .u '^ly after considerable effort, it seems reasonable to expect that either 
the counc.i use only one of the concepts or that it provide quarterly data under 
each of the concepts and a reconciliation. 
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virtually all the impact to saving seems extreme."' Finally, state and 
local purchases rose by 10 percent in 1972, which was somewhat less 
than expected, due in part perhaps to the delayed passage of revenue 
sharing/^** 

The Prospects for 1973. The 1973 Annual Report of the Council of 
Economic Advisers forecasts that GNP for the year will rise from its 
1972 level of $1,152 billion to abcut $1,267 billion. This 10 percent 
increase in GNP is well within the range covered by private forecasts^ 
and was expected by the council to be split roughly into a 6% percent 
increase in real output and an increase in the CNP deflator of about 
3 percent. An increase in GNP of this magnitude and composition, 
it was predicted, would result in a fall in the unemployment rate to 
about 4V2 percent and a decline in the rate of inflation to 2V2 percent 
or less by the end of the year>*^ 

Fuel for this continued expansion was expected to come from 
the same sources as in 1972. For much the same reasons as in 1972, 
business-fixed investment was expected to match its 14 percent in- 
crease of the previous year. Inventory accumulation was expected 
to proceed at a substantially greater pace than in 1972, due in part to 
the low ratio of stocks to sales in important sectors of the economy 
and in part to the increase in work in process on heavy equipment 
with long production lead timts. Of the major investment categories/ 
only residential construction was expected to show little strength in 
1973. But while homebuilding will fall in real terms, the drop was 
not expected to be dramatic. 

State and local governments were expected to be a stimulative 
force, both directly and indirectly. Their purchases were expected to 
rise by 12 percent, reflecting in part the effects of revenue sharing. 

-7 Annual Report of the CoutKil of Economic Advisers, 1972, pp. 40-43. One can 
argue that unless a full-scale eHor^ Is made to produce a "weighted full' 
employment budget/' it is best simply to report the fuil-employment estimates 
without adjustment. And yet, more information is better than less. 

A new element of uncertainty has been Infected Into the fiscal policy sphere* 
The advent of revenue sharing and demographic factors have combined to ease 
the fiscal pressure on state and local governments. How those governments 
respond to the prospect of surpluses will have important implications for the 
conduct of stabilization policy at the federal level; see Annual Report of th§ 
Council of Economic Advi$ers, 1973, pp. 44, 45. One of the first published 
recognitions of the easing of the fiscal crisis at the state and local level and the 
resulting paradox in the timing of the passage of revenue sharing was David J, 
Ott, Lawrence J. Kerb, Thoma*i Gale Moore, Attiat F. Ott, Rudolph G. Penner, 
and Thomas Vasquez, Nixon, McCovern and the Federal Budget (Washington, 
D< C: American Enterprise Institute, 1972), especially pp. 22-25. 

Annual Report of the Council of Economic Advi§erBf 1973^ p. $Z* 
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Revenue sharing may also result in lower taxes and higher private 
expenditures than would otherwise have occurred. Finally, because 
much of revenue sharing is likely to flow into capital projects, the 
initial impact will be recorded in inventory investment in the private 
sector,^" 

Federal fiscal policy during the year is seen as returning the 
unified budget to approximate balance at full employment.^* Federal 
purchases will grow little between 1972 and 1973, but transfer pay- 
ments and grants-in-aid to state and local governments will rise by 
significant amounts, due to higher social security benefits and in- 
creased payments for revenue sharing. The slow growth of federal 
expenditures reflects the administration's desire to hold expenditures 
within the limits posed by receipts at full employment. In an innova- 
tion introduced in the 1974 federal budget, it is estimated that even 
if substantial cuts are made in existing programs, expenditures for 
existing and proposed programs will virtually exhaust full-employ- 
ment revenues (unified basis) in fiscal 1975.'^- Five billion dollars of 
the rise in full-employment receipts will be attributable to increases 
in the social security tax rates and wage base. For its part, monetary 
policy is expected to be somewhat less expansionary than in 1972, 
reflecting the changing needs of policy. 

Consumer expenditures will again be a strongly expansionary 
force. Increases in social security payments in the last quarter of 

1972 and during 1973 and the federal pay raise of $2.2 billion, as well 

Annual Report of the Council of Economic Advi^$rB, 1973, pp. S2-55. 

No statement was made as to whether receipts in such a balanced budget 
leflect refunds for the personal income taxes overwithheld in 1972. If they do, 
then the budget would show a substantial surplus on a longer run basis, And 
it would be a restrictive influence even in the short run if the refunds flow 
primarily into saving, as the CEA seems to expect. 

•'-T/ii? Budget of thv United State$ Government: Fiscal Year 1974 (Washington, 
D. C.J U.S. Government Printing Office, 1973), pp. 4-5, 38-49. References to 
disposal of materials from government stockpiles and the sale of loan and 
mortgage paper, adjustments in the timing of disbursements, et cetera, give the 
distinct impression that the administration was primarily interested in the 
appearance of a budget total for fiscal 1973 of less than $250 billion. While such 
a forthright admission of window dressing is refreshing, even if unintentional, it 
is nonetheless puzzling. Other budgetary projections that showed difficulties in 
holding expenditures to the level of fulUemployment receipts appear in Ott et al., 
Nixon^ McCJovem and the Federal Budget, and Charles L. Schultze, Edward R. 
Fried, Alice M. Rivlln, and Nancy H. Teeters, Setting National Priorities: The 

1973 Budget (Washington, D. C: The Brookings Institution, 1972), pp. 410-422. 
More recent projections by Ott et al., reflecting the budget-cutting efforts of the 
Nixon administration, show approximate balance in the full-employment budget 
(NIA) In 1975 and surplus after that. See David j. Ott et al.. Public Claim$ on 
US* Output: Federal Budget Options in the Last Half of the Seventies (Washing- 
ton, D, C; American Enterprise Institute, forthcoming). 
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as the continued strength of the economy^ will provide a strong 
impetus for consumer spending. Partly offsetting this will be the 
higher social security taxes that result from the increased rates and 
higher wage base. But the CEA expects the offset due to the higher 
wage base to be relatively minor, as the resulting increase in taxes 
does not start to affect take-home pay strongly until late in the year. 
Finally, some stimulus was expected to result from the refunds of 
personal income taxes overwithheld in 1972, though the CEA ex- 
pects most of the refunds to flow into higher savings^ rather than 
consumption/*'* 

There can be little doubt that 1973 will be a good year. The 
Council of Economic Advisers is now estimating a year-to-year rise in 
GNP of a little over 11 percent, the bulk of the roughly 1 percent 
upward revision in the forecast being in the rate of inflation/'^* Indeed^ 
the strength of the presertt expansion suggests that unless extreme 
caution is exercised; we may have moved far back into the area of 
excess aggregate demand by the end of the year/*^' If that occurs^ 
we will see little progress on the inflation front and will be risking 
another recessionary period of cooling off. 

In any event, we will be nearing the full-employment growth 
path* As that path is approached, we must trv to determine with 
increased precision just where the path lies, we must try to improve 
the trade-offs between inflation and unemployment, and we must 
remain vigilant lest we are thrown off that path by inappropriate 
monetary and fiscal policies* This essay is not the place to discuss 
either what level of unemployment should be defmed as full employ* 
ment or how we can reconcile lower levels of employment with 
satisfactory price performance. But it does seem worthwhile at this 
point to appraise the exercise of fiscal policy under the Nixon 

Ammal Report of the Council of Economic Adi^i$cr$, 1973, p. 06. It is interest- 
ing to note that the council apparently thinks that consumers wilt have adjusted 
their saving rates to even out the fluctuations in consumption spending that 
would otherwise have resulted from overwithholding in 1972 but that conf^umeri 
will not reduce consumption in responiie to the portion of higher social security 
taxes that can be attributed to the increase in the wage base until the taxes are 
reflivled in lower take-home pay. Why is not clear. 

Herbert Stein, excerpts of remarks to the 26th Annual Conference of the 
Financial Analysts Federation, Washington, D. May 7, 1^73, p. Z 

See Roger W. Spencer, "Business Recovery Continues/' Review of the Federal 
Reserve Bank of St. Louis, vol. 54 (December 1972), pp. 2-10, for a comparison 
of the present recovery with the average of the thrc#? postwar recoveries. Whereas 
on the average the earlier recoveries started fast and then faltered (except the 
recovery that began in 196 J), the present recovery started slowly and then 
accelerated* 
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administration and discuss briefly how fiscal policy can be improved^ 
The concluding section is devoted to these questions. 

But it would not be proper to fail to note at least one important 
issue that cannot be ignored. If 4V2 or 5 percent is adopted as the 
new goal of employment policy because of shifts in the composition 
of the labor force, it makes little sense to continue to call the budget 
standardized for a 4 percent unemployment rate the "full-employment 
budget/' It has been estimated that standardized for a 5 percent 
unemployment rate, the full-employment budget for fiscal 1972 would 
show a deficit of $23.5 billion, rather than $8.1 billion/*^ Thus the 
administration faces a frustrating dilemma. If it continues to view 

4 percent as full employment, policies of the type followed in late 
1970 and early 1971 can be criticized as overly restrictive, as they 
resulted in relatively large full-employment surpluses at a time of 
substantial unemployment. Redefinition of full employment to 4V2 or 

5 percent would result in a'picture of a much more stimulative fiscal 
policy and a more acceptable performance on the employment front. 
Thus it would be harder to fault the fiscal policy pursued in 1970-71 
and easier for the administration to make the point that at present 
fiscal policy is much too stimulative.'*" But whether or not such a 
redefinition of full employment is sensible on objective grounds, it 
would entail considerable political expense. In what follows we 
assume that the now traditional goal of a 4 percent unemployment 
rate has not been abandoned. 

Nixon's Fiscal Policy Appraised 

There can be little doubt that the original Nixon policy for stabiliza* 
tion was largely unsuccessful, if only in its timing. The CEA's annual 
report for 1970 describes clearly the game plan of gradualism as it 
was seen in early 1969: PoJicy would induce a slowdown in the 
growth of spending, a decline in the rate of growth of production, a 
decline in profits per unit, a slowdown in wage increases, and a slow- 
down in price increases. Once economic softness and backpressures 
on wages and prices had been established, restimulation would put 
the economy back on the path of full employment and a satisfactory 

•'*«See Edgar L. FeJge In "The 1972 Report of the President's Council of Economic 
Advisers: Inflation and Unemployment/' American Ecotwrnic Review, Septem- 
ber 1972, p. 513. 

37 Not enough has been made of this important point, though it has been men* 
tioned by Fellncr in Cagan et a]., Ecotwmic Policy and Inflation in the Sixties, 
pp. 2-3, and by Murray L. Weidenbaum, Dan Larkins, and Philip N. Marcus^ 
Matching Needs and Resources: Reforming the Federal Budget (Washington^ 
Dt C.S American Enterprise Instittite^ 1973)^ p. 1, for example. 
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performance of wages and prices. Though the council was too 
cautious to set a timetable— and rightfully so — one can infer that it 
expected the process of disinflation and restimulation to last not much 
longer than one year, and no more than two years, at the longest. 
This is suggested by the words chosen to describe policies for 1970 
(after those same policies had produced the expected results only very 
slowly in 1969): 

Despite the uncertainties of degree, it does seem likely 
that by mid-1970 the economy, after three quarters of very 
little increase in real output, would be producing signifi- 
cantly below its potential. Such a GNP gap places a down- 
ward pressure on the rate of inflation. , . . These pressures 
against inflation will continue if demand remains below 
potential output, even though demand begins to rise more 
rapidly. 

Thus, in the second half of 1970 a moderately more rapid 
rise of money demand, bringing about an increase of real 
output, would be consistent with a further reduction of the 
rate of inflation. 

The exact timing and degree of expansion that would be 
consistent with a significant reduction in inflation in 1970 
are uncertain. However, it seems a reasonable estimate that 
the slow increases of GNP foreseeable in the first half plus 
the moderately larger but still non-inHationary increases de- 
sirable in the second half would add up to a GNP for the 
year between $980 and $990 billion/^^ 

Of course, the council did not expect the economy to return to 
its potential output immediately. In another part of its report, it 
wrote: "Projected available output is assumed to be below potential 
from 1970 until 1972, as a result of policies to slow inflation/'^ 
But it also did not expect the unemployment rate to rise as much as it 
did or to stay high for as long as it has. Thus Chairman Paul 
McCracken told the Joint Economic Committee of the Congress in 
February 1970 that the unemployment rate would average no more 
than 4.3 percent for the year as a whole. 

Despite the failure of the economy to respond as predicted 
during 1970, the Nixon administration continued into 1971 to pursue 
the policies it had announced in 1969. These, it asserted, would pro- 

Annual Report of the Couttcil of Economic Advi$cr$, 1970, p. SS. 

Annual Report of the Council of Economic AdviserBs 1970, p. 79. Though the 
use of ''until 1972" and ''to 1972" leaves considerable (and probably intentional) 
ambiguity, the chart on page 85 of the annual report suggests that actual GNP 
would reach potential GNP only toward the end of 1972« 
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duce an unemployment rate of about 4V2 percent and a rate of 
inflation of about 3 percent by mid-1972. When little relief was seen 
on either the inflation or the unemployment side by early August, 
the administration reversed its field and imposed a ninety-day freeze 
on prices and wages and increased the fiscal stimulus to the economy. 

In retrospect, it seems unfortunate that President Nixon waited 
for two-and-one-half years before turning to some form of incomes 
policy, since the case for such a policy was as strong (though not 
as obvious) during much of that period as it was in August 1971. 
It is doubly unfortunate that he announced early in 1969 that he 
would not resort to wage-price controls, guidelines, or jawboning* 
Over most of the first two-and-one-half years of the Nixon adminis- 
tration the economy was very soft — as it was intended to be. Yet 
wages and prices did not respond as expected, because of the success- 
ful efforts of economically strong unions and firms to make up for 
past and guard against future inflation. The announcement of an 
incomes policy once the remnants of demand-pull inflation had 
been eliminated would have tended to check wage and price increases 
not justified by aggregate demand conditions* This, in turn, would 
probably have shortened the period of transition to a satisfactory 
wage-price performance and would have spared the nation much of 
the cost of being put through the wringer for so long to squeeze 
inflation and inflationary expectations out of the economy by con- 

ventional means alone* As it was, not only did President Nixon 

initially reject an incomes policy, but he also publicly disavowed any 
intention of ever interfering with p^'vate wage and price determi- 
nation. This can only have added to inflationary expectations and 
made the subsequent adjustment longer and more diHUcult* 

The 1970 recession resulted from the attempt to disinflate the 
economy after excess aggregate demand had been allowed to develop 
and cause inflation* Though the recession was relatively mild, it 
lasted longer and recovery from it was slower than had been hoped 
and expected* Much of the blame for the failure of the economy to 
, recover more quickly can be attributed to an overly tight fiscal policy* 
The fiscal restraint begun with the 1968 surcharge and continued by 
the Nixon administration in 1969 was clearly required. But during 
1970, when the economy was operating at well below its potential and 
the unemployment rate was rising rapidly toward the 6 percent levels 
the full-employment budget (NIA basis) showed a surplus of over 
$6Vz billion* (Even if the $10*4 billion surplus in the first quarter is 
omitted, the average surplus for the year was almost ^SVz billion*)*^ 

*^ Annual Report of the C%mncil of Economic Advherif 1971, p* 24. 
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And even this is well below the surplus of $10 bilHon that would have 
occurred if the administration had been able to make good on its 
budgetary promises of February 1970. Finally, for the first half of 
1971, a period when the unemployment rate hovered near 6 percent, 
the full-employment surplus was a very high $8.2 billion."** Only 
after the middle of 1971/ as part of the New Economic Policy, was 
the full-employment budget allowed to go into deficit on a national 
income accounts basis.**'" 

The New Budgetary Orthodoxy. One can adduce several possible 
explanations for this kind of policy. First, the Nixon administration 
placed a high premium on halting inflation. Since it would not use 
more direct (incomes policy) means of dealing with inflation, it would 
have to allow the economy to run at below capacity for long enough 
to rid it of inflationary expectations. One way to assure the necessary 
economic softness was to pursue a restrictive fiscal policy, that is, to 
run a full-employment surplus, though full employment was nowhere 
in sight. 

Second, the administration wanted to combine a slightly restric- 
tive fiscal policy with a moderately expansionary monetary policy. 
Presumably the notion was that maintaining a given level of aggre- 
gate demand in this way, rather than through tight money and a 
looser fiscal policy, would allow the recovery of residential construc- 
tion and state and local spending. Both because the question of the 
optimal mix of stabilization policies is a complicated one and because 
it can be argued that the totality of monetary and fiscal policy was 
too restrictive during 1970 and early 1971, it seems best to pursue 
this issue no further in this essay.'*''^ 

The third reason for running a full employment sur, during 
1970 and early 1971 seems to involve an article of faith— r, more 
accurately, several articles of faith. President Nixon and many of 
his key economic advisers dislike the growth of federal expenditures.'** 

This is calcubted from the flgures for the second half of 1970 In Annual 

Report of the Couticil of Economic Advi$er$, 197\, p, 24 and those for fiscal 1971 
In Nancy H. Teeters, 'The 1973 Federal Budget/' Brookings Peipers on Economic 
Activity, 1: 1972 (Washington, D. C: The Brookings Institution, 1972), p, 223. 
Teeters, ibid. 

"^^See. however, the discussion in Okun, ' Rules and Roles for Fiscal and Mone- 
tary Policy/' in Diamond, ed., !$$ues in Fiscal and Monetary Policy; The Eclectic 
Economist Views the Controversy. For a provocative discussion of the Issuer 
Involved in choosing the proper level of full-employment surplus, see Martin J. 
Bailey, "The Optimal Full-Employment Surplus/' ]ountal of Political Economy, 
July-August 1972. pp. 649-661. 

One of the many places this Is stated explicitly is in the Annual Report of 
the Council of Economic Aivi$$r$, 1973, pp. 76-7$. 
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Moreover, and as a separate point, they fear the repetition of the 
kind of demand-pull inflationary binge that began in the mid-1960s 
with the failure to raise taxes to pay for the Vietnam War and the 
Great Society programs. Finally, they believe that success in the 
battle against both these evils depends at least in part upon budgetary 
discipline, that is, upon the matching of new expenditures with taxes 
to pay for them. Avoidance of demand-pull inflation resulting from 
budgetary deficits depends definitionally upon budgetary discipline. 
And if tax increases can be avoided, budgetary discipline also helps 
to hold down the growth of the federal sector. 

Fortunately for the American public, the President—and with 
him the official policies of his administration — was converted, though 
slowly and rather haltingly, from the previous orthodoxy that the 
actual budget should be balanced at all times to the idea than balance 
in the fuU-cmploymcnt budget should be the objective of policy. 
Unfortunately, "balance at full employment" almost immediately 
became a new orthodoxy. That is, the administration adopted a 
policy stance that expenditures should not exceed the receipts that 
would be collected at full employment, except in emergencies. And 
it clearly did not consider that conditions in 1970 and early 1971 
qualified as an emergency. Thus, in the name of this new fiscal 
orthodoxy, the nation was subjected to a fiscal policy that was 
inappropriately tight for a time of high unemployment. 

Ironically, the adm.aistration was adopting this new orthodoxy 
at just the time the Committee for Economic Development was urging 
that more flexibility be added to its classical prescription for a 
stabilizing budget. In January 1969 the CED, a very early proponent 
of the use of the full-employment budget as a measure of fiscal 
restraint and a stalwart advocate of approximate balance in the high 
employment budget, had come out publicly for the use of discre- 
tionary fiscal action when the economy strayed far from the full- 
employment growth path."*"' 

^^See Fiscal and Monetary PoUcies for Steady Economic Growth. Two more 
recent statements. Further Weapons again&t Inflation and High Emploiftnent 
without Inflation contain the latest policy views of the CED. For a similar 
persona! view of frank W. Schiff, chief economist for the CED, see "Control of 
Inflation and Recession/' AnnaU of the American Academy of Political and 
Social Science, vol 396 (July 1971), pp. 90-104. Schiff notes (p. 97) that "the 
importance which the rule attaches to what might happen once actual full 
employment is reached could In fact serve as a major obstacle toward getting 
there." Similarly^ in testimony before the Joint Economic Committee on 
March 10, 1971, Emilio C. Coliado, chairman of the Research and Policy Com- 
mittee of the CED noted that because of the continued high rate of unemploy- 
ment, the $$-$10 billion full-employment surplus proposed by the CED in 
November 1970 should be scaled down. 
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Politics and Fi^ DiKipline* Another related article of faith is 
reminiscent of the original CED preference for a stabilizing budget 
and is doubtlessly attributable to Herbert Stein, In defense of ''the 
principle of keeping expenditures that would be made at full employ- 
ment within the level of receipts that would be yielded by the existing 
tax system under conditions of full employment/' the Council of 
Economic Advisers noted that ''a policy of ad hoc decisions about 
defi^.« surplus is exposed to the political bias in favor of spending 
and deficits/' It goes on to argue that 

the problems of managing fiscal or monetary policy or both 
have apparently been underestimated. , . , But if the question 
is not one of keeping the economy on a narrowly deBned 
path but one of avoiding violent aberrations like the one 
that t^^gan in 1965, our tools are probably adequate, and 
the problem is more the national will than the techniques 
of economics and economic policy, 

Thus the new orthodoxy was based on a desire to resist the political 
bias toward deficits and inflation and a willingness to settle for 
"good" performance, rather than striving for a "best" performance 
that might be unattainable as a practical matter/^ 

A careful reading of the annual reports of the Nixon Council of 
Economic Advisers gives the distinct impression that the administra- 
tion's fiscal policy was predicated on the new fiscal orthodoxy. At 
times, actual budget deficits were defended not by stating candidly 
that stimulus was needed, but by noting that expenditures would not 
exceed full-employment revenues. To be fair, there are compelling 

Annual Report of the Council of Economic Advi$ers, 1972, p, 112. In iti 197% 
annual report, p. 21, the council wrote; "We have not appreciably reduced the 
incidence of small departures from maximum employment but we have reduced 
the incidence of large departures, which is just what one would expect aggregate 
economic policy to be able lo do/' 

Okun has criticized the administration strongly for its adherence to a new 
orthodoxy in "Fiscal-Monetary Activism: Some Analytical Issues/' Brookings 
Papers an Economic Activity, 1; 1971, pp, 123-I63i In particular, he has ques- 
tioned the propensity to break flscal rules only if deviations from targets are 
large (pp, 152-154) and the assumption that fiscal rules are nt^cded because 
policy makerfi cannot be trusted to act responsibly (pp. 1S4-1S7), While the 
author shares Okun's disapproval of the conduct of fiscal policy during the 
year before the freeze — and after it became apparent that the economy would 
not recover quickly (see Okun, ''Rules and Role« for Fiscal and Monetary 
Policy/' pp 71-74)--he flnds it rather strange that a member of the Council of 
Economic Advisers from late 1964 until early 1969 would remain a staunch 
defender of the rationality of political decisions on fiscal policy. That Important 
goals other than stability may complicate the problem of maintaining stability is 
not enough, it seems, to excuse the political failures In the exercise of fiscal 
policy from early 1966 to mld-1968. 
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reasons — based U{>on an analysis of political realities — why it might 
have been worthwhile to maintain a full-employment surplus, even at 
the risk of imposing excessive fiscal restraint on the economy. These 
are not unrelated to the various articles of faith mentioned above. 

Several studies had shown that expenditures* for programs already 
irti^'e^stence d^^^ 

exceed the revenues that the present tax system would yield at full 
employment until near the end of this decade. This finding suggested 
that it might be difficult to prevent the recovery from the 1970 reces- 
sion from taking the economy past the target path for GNP and back 
into the region of excess aggregate demand. Certainly, it might be 
necessary to slow the growth in existing programs, curtail proposed 
programs, or raise taxes if budgetary balance at full employment were 
to be maintained over the next few years. 

Seen in this perspective, the full-employment surpluses of the 
Nixon administration during late 1970 and early 1971 begin to make 
more sense. If the intermediate to long-run prosf^ct is for difficulty 
in limiting expenditure increases to the secular growth in full- 
employment receipts, it would be unwise from a long-run viewpoint 
to cut taxes or increase expenditures for short-^run countercyclical 
reasons. This is especially true if, as the Council of Economic 
Advisers believed, the economic slowdown induced by a tight fiscal 
policy would be short and mild in any case. Only if taxes could be 
cut temporarily to stimulate the economy and then returned to their 
previous levels, so that their long-range revenue productivity would 
not be jeopardized, would it be clear that the restrictive Nixon 
budgets were unjustified. 

But given present institutions, one could not reasonably assume 
that taxes, once cut, could or would be restored to their previous 
levels. Raising taxes is always more distasteful than lowering them 
and the administration had no faith that the Congress would bite the 
fiscal bullet when restraint was required; certainly, it had not done 
so in the period from early 1966 to mid-1968. Moreover^ the restora- 
tion of taxes to their previous level could easily become the hostage 
of those seeking tax reform and l"ierefore might be delayed in the 
Congress. And, substantive tax reform would probably prove to be 
tuipopular with Republican supporters of the administration. In this 
way the case against a tax cut was compounded. 

^^Olt el al, Sixoft, McCovcrpi and the Federal Budget, and Schutt;ee et al# 
Seffifig Natiofiat Priorifii§. The second of these provides an interesting analysis 
of how we hav<; ''spent'' the flscai dividends that the discussion of the 1964 tax 
cut led us to expect as a normal fict of life. 
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Clearly what was needed, once it became ^clear that recovery 
would be slower than expected, was* a temporary tax reduction 
patterned after the 196S surcharge, Such a "negative surcharge" 
could be made more or loss distributionally neutral and would auto- 
matically vanish at a predetermined time, unless extended by legisla- 
tion. Thus a protrac ted discussion of tax reform could be avoided. 
Much as the earlier passage of the 196b surcharge would have helped 
to prevent inflation, timely enactment of a temporary tax reduction 
would have speeded recovery, without reducing revenues in the 
long run. 

Why the administration did not ask even for a temporary tax 
cut is unclear. Most obviously, it had considerable faith that conven- 
tional policies of demand management already in place would halt 
inflation and allow a quick recovery, even without a tax cut. Not 
much time passed between the recognition that progress under grad- 
ualism was altogether too gradual and the initiation of the New 
Economic Policy. If events had not forced this new policy upon the 
administration, fiscal stimulus via a temporary tax reduction might 
eventually have been requested, As it was, the freeze was accom- 
panied by requests for measures .that would stimulate the economy 
in the short run without resulting in substantial revenue loss in the 
long run, as noted above, 

Beyond the time question, the role played by the new fiscal 
orthodoxy undoubtedly exerted some influence, though how much 
may never be known. President Nixon may have been able to accept 
the notion that the actual budget need not be balanced so long as 
the full-employment budget was balanced, but not the idea that even 
the full-employment budget should be allowed to go into deficit in 
order to stimulate the economy, Or the CEA may simply not have 
suggested that stimulus was needed* This is especially likely in the 
light of what appears to be a basic error in economic analysis that 
appears in the following quotation from the council's annual report 
for 1971: 

The absolute level of the full-employment surplus or defi- 
cit is of limited significance for indicating how much re- 
straint or stimulus the budget would exert on the economy 
if it followed the full-employment path, or indeed for 
indicating which of these directions its influence would take. 
Changes in the full-employment surplus from period to 
period are much more important indicators of how much 
fiscal poliLy is moving toward contraction or expansion. 
The fact that the full'-employment budget has a surplus does 
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not imply that the budget is not having an expansionary 
impact on the economy; the effects may be expansionary if 
the surplu«» i^ declining. Similarly a budget with a deficit 
may be restrictive if the deficit is declining,*^ 

According to this line of reasoning, thi^ $5 billion drop in the 
full-employment surplus between 1964 and 1470 is seen as expan* 
sionary — despite the fact that the surplus only fell to $6.7 billion/'" 
And, to carry this line of thought further, there would be no reason 
to cut taxes, given the shift in the budgetary position that had already 
occurred. 

The error in this kind of reasoning hardly requires detailed 
explanation. Certainly the drop in the full-employment surplus means 
that the budget was less restrictive in 1970 than in 1969, But the 
implication that the budget was stimulative in 1970 is invalid. The 
WiiiNj^i* in the budget stance aside, the full-employment surplus in 
1970 may have been so high as to preclude the attainment of full 
employment.'** 

Flexibility with Discipline. Experience with both excess aggregate 
demand and inadequate demand suggests that the President should 
be given discretionary power to raise or lower income^ taxes within 
predetermined limits and for set periods of time, subject to congres- 
sional veto. Alternatively, a new system of temporary taxes and 
subsidies on investment and consumer durable spending, to be intro- 
duced and varied at the President's discretion, could be introduced.^^ 
(Because of the inefficiencies involved, it does not seem wise to 
attempt countercyclical variations in most federal expenditures.) But 
even if one of these schemes were to be legislated, we caxinot be sure 
that the economy would perform much better than it has. Giving the 

Afuiu^l Report of the Council of Economic ^rfmcr5, 1971, p. 72. 
'•^^Ibid., p. 24. 

One po<»db!c rjtion^te for focustng upon the chan);«^ in the fuIl-cmpIoyment 
budget balance, rather than the level of the balance. Is the monetarist view that 
in the long nin the balance l§ more-or-te«« Irrelevant, the macroeconomic state 
of the economy depending primarily upon the rate of growth of the money 
supply. According to this view, changes In the full-employment budget balance 
are more important than levels because any change will have a short*run impact 
which will taper oH in the long run a« monetary Influences come to domliutt 
Ascai forces. Even granting the validity of this argument, there is nothing to 
suggest that the authors of the 1971 annual report had It in mind when they 
wrote the passage quoted above. 

For a dis^us^ion of the latter proposal, see McLure, Fiical Failure: le$$on» of 
the Sixties, One advantage of this approach Is that It is less likely to be rendered 
ineffective by consumer behavior that conforms with the permanent income 
hypothesis than Is an income tax surch«fge. 
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President the power to levy positive and negative surcharges is not 
the same as commanding him to use that power, and use it wisely. 
Presumably President Johnson would have used the power in 1966, 
but we can not be sure, lecausc of the growing unpopularity of the 
Vietnam War and the certainty that higher taxes would have increased 
the unpopularity. And President Nixon might not have cut taxes in 
1970 or 1971. After all, his Council of Economic Advisers believed 
that softness was necessary to squeeze inflation out of the economy, 
that built-in stabilizers should bear the bulk of the burden in demand 
management, and that changes in the full-employment surplus were 
more important than levels as an indicator of fiscal restraint* 

Because of the manifest risks of mismanagement of discretionary 
fiscal policy, some economists have recently supported strongly the 
old notion uf formula flexibility. Under this scheme, certain key 
fiscal variables would rise and fall with the performanre of the 
economy in order to stabilize output around some target growth 
path.^^ This is not the place to discuss formula flexibility in detail 
But one must certainly concede that the economic performance of 
recent years can probably be improved and that formula flexibility 
deserves serious attention. It is worth emphasizing, however, that the 
design of the fonnulas by which tax rates and expenditures (especially 
unemployment compensation) would be varied is no simple matter, 
A carelessly designed system could be destabilizing (or stabilizing at 
the wrong level or path of output). Nor has anyone ever paid much 
attention to the administrative aspects of this theoretically attractive 
application of control theory to economic problems. 

Moreover, one intriguing question that would arist under a 
scheme of formula flexibility (or if temporary positive anc? negative 
surcharges were used for stabilization purposes, for that matter) is 
how the full-employment surplus would be computed when the 
economy was far enough from it? target path for taxes or expendi- 
tures to be changed temporarily by formula (or by discretion in the 
case of a tempor^^^'v surcharge). It would not be consistent simply 
to calculate the full-employment surplus implied by the then exisifng 
pattern of taxes and expenditures, including temporary elements — 
because, by assumption, the attainment of full employment would 
result in the elimination of the temporary adjustments to taxes and 
expenditures resulting from formula flexibility (or discretionary, but 
temporary, surcharges). Yet some mea.sure of the total macroeco- 

^ See for example, Arnold Packer and Frank C. Ripley, "The Design of a 
Self-stabltlzing Fconomy/' 1972 (xeroxed). An element of formula flexibility hat 
recently been Introduced into pa>mentf» for unemployment compeniat^on. 
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nomic sitdnce of tiscal policy including delibciately temporary ele- 
ments—standardized for the level of employment would be needed. 
Perhaps the best that could, and should, be done would be to com- 
pute twn measures of the full-employment budfiet. The first measure, 
which .%v>4i5J be the primary focus of discussions of fiscal responsi* 
bility arui d^-:ipline, would present a "long-run" or ''normar' picture 
of how taxes and expenditures would compare at full employment. 
It would exclude any explicitly temporary changes in taxes and 
expenditures, and might be done on a unified budget basis. The 
second measure, which would be used primarily iii an indication of 
the n jroeconomic stance of fiscal policy, would include these tem- 
porary elements and might be on the NIA basis. The inconsistency 
mentioned above of calculating the full-employment budget balance 
based on tax rates and expenditure programs that w.^uld by law (or 
discretion) be different if full employment were actually achieved 
would pose relatively little problem if this dual approach to measure- 
ment were used. For the second purpose full employment would 
serve simply as a standard for measurement. 

The final issue that deserves attention in this essay, but which 
iun be given no more than passing mention, is the question of pres- 
idential impounding of funds. Fearing both the rise in the level of 
government Spending and the threat that such higher spending will 
not be fully financed by higher taxes and will be inflationary^ the 
Presideai has refused to spend funds appropriated by Congress, For 
its part, the Congress, seeing the impounding of funds as an attempt 
by the President to usurp the financial prerogatives guaranteed to the 
Congress by the Constitution, questioiis the legality of the act In 
rebuttal the President asserts that if the Congress would put its own 
house in order and hold appropriations within the limits set by 
full-employment revenues, impounding would not be necessary. 

In this debate there are no totally correct viewpoints and no 
totally incorrect ones.'^^ We need go back no further than to the 
iate 1960s to see the validity of the President's basic position. At 
that time, more was being spent than was being collected in taxes 
ind, although much of the blame for this must rest with President 
johnson, the Congress acted Irresponsibly by neither talsing taxes 

^* It dot$ seetn unlikely, however, that the President's acts are illegal or uncon*' 
stitutionfil Nancy K. Teetert» ciie^ several ej^amplefi of impounding by Presidents 
Truman and Johnson and gives '*f fences to more detailed studies In "Outlook 
for Federal fiscal Policy," btcc^ingB Paper$ on Economic Activity, 2; 1972 
{Washington. D. C: The Brookings Institution, 1972), pp. 472-474. Certainly It 
does not appear w*;eiy that the present Supreme Court would Hnd fn^r unding 
unconstitutional. 
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nor holding down expenditures. Given that congressional decision 
making is no better now than it was then, the President seems to be 
quite right in trying to see that we do not repeat in the next few 
years the inflationary experience that is only now ending. 

On the other hand, one can easily appreciate the pK)sition of the 
Congress. In the name of fiscal responsibility, the President has held 
the total level of spending to below what Congress appropriated, In 
doing so, he has cut the budget in areas of particular interest to 
certain members of the Congress, especially in areas of social legisla- 
tion dear to many liberal legislators. In addition to the rather per^ 
sonal loss of power its members must feel, there is an important 
question of the balance of power between the legislative and execu- 
tive branches of government. Congress appears to view any further 
shift of power to the White House as a potentially serious matter. 

On balance, it seems as though the President has the better side 
in the current debate. The Congress examines the budget only on 
a piecemeal basis, never as a whole. Therefore the total amoimts 
appropriated need bear no resemblance to full-employment revenues. 
Indeed, total outlays come up for congressional consideration only 
rarely. And even then the Congress has tended simply to set an 
expenditure ceiling below the total of appropriations, leaving to the 
White House the unpopular task of paring down outlays. Then when 
the paring has cut too close to home, the Congress has complained.^ 

At this point the burden of proof is on the Congress. Before it 
can legitimately criticize the administration for impounding funds it 
must set its own house in order by instituting procedures to ensure 
that, once full employment is reached, receipts will cover expendi- 
tures — even if this means raising taxes, cutting existing programs^ or 
forgoing expenditure increases. Then and only then will it have a 
strong case against the impounding of funds and the assertion of 
White House priorities in decisions on how to spend the available 
revenues. 

Concluding Remarks* In conclusion, it seems that we can make 
several judgments about the pursuit of fiscal policy under the Nixon 
administration that have important lessons for the future. Firsts the 
administration is no doubt correct that some rule must be adopted to 
guarantee long-run budgetary discipline in a situation of full employ- 

An interesting example i§ in the news as this is beinc written. Several senators 
who have consistently opposed high military spending are complaining bitterly 
about the closing of military installations In their states as part of the Pentagon's 
economy move. 
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ment. Such a rule would have prevented much of the inflationary 
experience that l^gan with the fiscal irresponsibility of the late 1960s 
and it would prove helpful in restraining tendencies toward excess 
aggregate demand that are likely to develop in 1973 and beyond. But 
it should be a presumptive rule, not a dogma that would prevent the 
use of discretionary fiscal policy when the economy is far from the 
target path — which is what happened in late 1970 and early 1971. 
In order to reconcile budgetary discipline with flexible fiscal policy, 
it is necessary that we take measures to allow the imposition of tem- 
porary and self-terminating positive or negative surcharges on the 
income tax at the President's discretion. Alternatively, we might 
consider some uses of formula flexibility or the use of variable taxes 
ur subsidies on investment and consumer durables. The important 
thing is that tax measures taken for countercyclical reasons should 
be temporary and self-terminating, and therefore not inconsistent 
with the important goal of rough balance in the budget when full 
employment is actually achieved. A presumptive rule that the full- 
employment budget should be in rough balance when the economy 
is at full employment, but perhaps not otherwise, has two important 
corollaries. The first is that congressional decision making on the 
budget must be improved so that budgetary discipline can be main- 
tained. The second is that we should stand ready to use some form 
of incomes policy as a supplement to traditional policies of demand 
management in order to improve the trade-off between employment 
and inflation at less than full employment. We should not, of course, 
attempt to use an incomes |K>lijy as a substitute for responsible 
demand management in an environment in which excess aggregate 
Remand is producing demand-pull inflation. 
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After a brief hi^itorical iutroduction, the dexwlopment of the 
US. balance of pniyments since August 1971 and the nature 
of the recent currency critsies are discussed in some detail 
The reasons for the chronic xoeakness of the dollar are 
analyzed iviih special reference to the U3. inflation. The 
theory is examined that under the ''dollar standard'' the 
United States sets the pace of inflation in those countries 
that peg^ their currencies to the dollar. Special attention is 
given to the divergence between consumer prices and 
export prices in different countries. This divergence gives 
rise to what is called **an inflation-transmission multiplier/' 
A postscript an eimits since May deals with the renewed 
loeakness of, and lack of confuience in, the dollar. What 
has happened i> best described as an appreciation of 
some Western Europiean currencies, especially the German 
mark and the Swiss franc, Since floating became general 
last March, the dollar has remained practically unchanged 
in terms of the currencies of countries that account for 
three-fourths of U.S. trade (that is, sterling, the Canadian 
dollar, the lira, the yen and many less important ones). 
It is argued that since the dollar is now probably under- 
tfalued, a case can he made for judicious interventions in 
support of the dollar* 

Introduction 

The adoption of a New Economic Policy on August IS, 1971 was 
prompted to a large extent by the sharp d eterioration in the U>S, 

•Completed in May 1973. Sec Posiscripl: Developments Since Completion of 
Thi« Paper, page 99 below. 
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international payments position in early 1971 and by the ensuing 
speculation which, on May 9, had forced the floating of the German 
mark and the Dutch guilder and the appreciation of the Swiss franc 
and Austrian schilling. The previous year, 1970, had brought a slight 
improvement in the U.S. balance of payments. The surplus in the 
widely watched trade balance had risen from $0.6 billion for 1969 
to $2.2 billion. Later in 1970 this surplus declined and in the second 
quarter of 1971 a large deficit of $3,6 billion (annual rate) suddenly 
developed. 

The Smithsonian Agreement of December IS, 1971 brought a 
far-reaching realignment of parities. It provided for a depreciation 
of the dollar in terms of gold and SDRs of almost 8 percent, producing 
a devaluation in terms of the major currencies of about 7V2 percent 
on a trade-weighted basis. 

It was generally realized that devaluation would not improve the 
U,S, balance of payments quickly, but further deterioration in the 
trade balance in 1972 — to a record deficit of $6.8 billion for the whole 
year — tame as a shocking surprise. Thus on February 12, 1973, 
fourteen months after the Smithsonian conference, the dollar was 
again depreciated by 10 percent in terms of gold and SDRs, resulting 
in a trade-weighted devaluation of 6.5 percent in terms of fourteen 
major currencies.^ 

Before describing and analyzing these events in greater detail, 
it will be useful to put the recent developments into somewhat 
broader perspectives. 

Historical Perspectives 

During the first fifteen years after World War II the dollar ruled 
supreme in the world economy. The economies of Western Europe 
and japan were shattered by the war and American industry had an 
unchallenged quasi-monopoly position. But with lavish American 
help, Europe and Japan recovered much more qu.rkly than was gen- 
erally thought possible. Germany's recovery started in 1948 when 
Ludwig Erhard put the German economy on the path of sustained 
rapid growth and prosperity by discarding wartime controls and by 
radically slashing the monetary overhang inherited from the war, 
thus giving Germany a sound monetary system* 

^ This figure* is takvn from World Financial Markets (New York: Morgan 
Cutiranty Trust Company, Icbruary 23, 1073). The deprecUtlon from the 
Smithsonian Agreement irntftil rates ysia% 6.05 pvrtenl. From the prc-lunc 1970 
parities the trade-weighted depreciation againj^t fourteen major currencies was 
ld.64 f^tcQTii. (By the end of May the figure was about 10 percent,) 
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The German example, which Japan surpassed by using essen- 
tially the same type of policies, had a tremendous impact. It showed 
that the "classical medicine/'" sound money and free enterprise, 
could still work if given a chance. 

During the 1950s Europe and Japan managed to accumulate a 
substantial international reserve consisting of gold and dollars. While 
many well-known and influential economists, especially in Great 
Britain, spoke of a perpetual "dollar shortage/' the U,S, had a small 
deficit of about $1 billion in each year from 19S0 to 1956. In 1957, 
the year of the Suez crisis, the U.S. had its last small surplus. Then 
in 1958, 1959, and I960, a series of large deficits appeared— $3.4 
billion, $3.9 billion, and $3,7 billion, respectively,^ 

These deficits caused great concern. They greatly contributed to 
the decision of the Eisenhower administration to take energetic anti- 
inflationary measures on the fiscal and monetary front. The anti- 
inflation policy produced a mild recession from May 1960 to February 
1961 and laid the foundation for the remarkable stability of prices 
thai lasted until 1^65. The trade balance improved from a surplus 
of $1.1 billion in 1959 to one of $5.6 billion in 1964 and the surplus 
in the balance of goods and services rose from $0,3 billion to 
$8,6 billion. 

In 1965 inflation started again when the Johnson administration 
began to finance the escalating war in Vietnam and rising Great 
Society expenditures by borrowing and inflating rather than by 
higher taxer Actually, in 1964, taxes had been reduced and the 
rate of increase in the money supply had quickly accelerated.* The 
export surplus fell to a low level in the fourth quarter of 1968. In 
that quarter and the first half of 1969 the trade balance was slightly 
in the red. It improved somewhat in the second half of 1969 and 
1970 but, as mentioned earlier, it then fell deeply into the red in 
the first half of 1971 and has not yet recovered. The balance of 

'^Thes« wDrd« are Keynes' In his f^mou^ posthumously published paper 'The 
Balance of Payments of the United States/' fn w^hlch he castigated his radical 
followers, calling their writings ''modernist stuff gone wrong and turned silly 
and sour." (The Economic lournal June 194 S p, 186). 

•** These figures relate to the so-called 'liquidity" definition then in general use 
as the measure of Imbalance. Under that concept, a deficit Is defined as the loss 
of monetary gold plus an increase in U,S, liquid liabilities to foreigners. This 
is in contrast to what is now called the "net liquidity balance," which Includes, 
in addition, changes in U.S. liquid a$setB abroad. The old liquidity balance is 
now called "gross liquidity/' 

budget deficit without supporting monetary expansion would not be in- 
flationary. 

. . 
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goodi^ and servitCi* and the current balance tell pretty much tht 
same story. 

Of couri;c, we cannot gauge a country's balance-of-payments 
position by the trade or the current b^ilance alone. But on the 
plausible assumption that the United States, in view of its great 
wealth, is a "natural'' net capital exporter, a curfent account deficit 
implies a disequilibrium in the balance of payments.'* 

We do not know precisely the magnitude of U.S. net "natural" 
capital exports, but it must be quite substantial, Direct investment 
clearly falls into that category. But the concept surely is not coex- 
U^nsive with long-term capital exports. These are often swelled by 
purely speculative movements and by capital flows induced by 
contracyclical movements in this country and abroad.*' 

In the last quarter of 1967 the dollar came under strong specula- 
tive pressure. Sterling was devalued in November, which cast doubts 
on the dollar. The trade and current account J^alances were not 
nt^gative, but the surplus was small and clearly insufficient to cover 
normal capital exports. The deficit in the so-called basic balance 
shot up to S7.3 billion (annual rate), the net liquidity deficit was at 
the same level, the oftitial settlement deficit was $4.2 billion, and 
the gold stuck fell by* SI billion in one quarter. 

This was an alarming deterioration. It prompted President John- 
son to announce, in a dramatic New Year's Day speech (Janu- 
ary 1, l^^oS), a sweeping new "program of action to eliminate the 
external deficit/' These proposals, had they been accepted by the 
Congress, would have amounted to almost full-fledged exchange con- 
trol. They included a heavy tax on "nonessential" foreign travel 

A tr»idr Jftiiit Jors not imply 4I current nciOiint deficit. It could be offset by »i 
**urplus on services, f or the United State*;, the Uirgcst positive >crvic*.' item 
investment income, vvhith hiis been rising steadily and reached the level of 
$^ billion net in 1^71. But since other services (including tourist expenditures) 
*U4' negative and since there are remittances and military expenditures abroad to 
oe covered, investment income though large cannot turn a sizable trade deficit 
into a current account surphis. No quarter showing a trade deficit has registend 
a iurrcMit account surphis. It is therefore legitimate to regard a trade deficit for 
the lib, as a sign o^ disequilibrium. This L\nt\d cha*,ge in the future if invetitmcnl 
MUiune itniftnut's to grow. Mtnvever, this grcivvth has been stopped by interest 
payments on the huge liquid liabilities (dollar balances held by foreign central 
banks) that have piled up in recent year*^. 

Baiance-ot-payments analyses often identify long-term capital flow with normal 
4ir natural movements and changes in short-term flows with speculation Aad 
lytlitai tiuituations, The lorrespondenie is, however, far from perfect. What i» 
now ialied the "basic" balance, that is, current account plus long-term capital, 
IS itfti'n not basil in ,iny real sfnsv but also reflects speculation and other short- 
term thatuationw. One example is the sudden rise in the basic deficit in late 1^67 
mentioned in the text below. !t would be easy to cite other examples. 
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out*tide the Western Hemisphere ^15 penent on tcjrist expenditures 
between $8 ;ind $15 *i day and 30 percent on expenditures exceeding 
SIS a day!), plus a border lax on imjH>rts and a tax refund on exports 
tooHset the burden of dometitic indirect taxes/ These two proposals 
were rejected by Congress. But mandatory restrictions on direct 
investment abroad and mandatory repatriation of foreign earnings, 
as well as a tightening of ''voluntary" restraints on foreign lending 
by American banks and of a number of petty restrictions, were 
immediately pul into effect by presidential executive order.** 

Speculation, largely in the form of gold hoarding abroad, con- 
tinued. This led in March 1968 to the closing of the "gold pool/' 
a cooperative arrangement by which the major central banks, with 
the U.S. carrying more than half of the burden, sold gold in the 
London market to keep the gold price from rising. But in the first 
quarter of 1968, before the "two-tier" gold price system was estab- 
lished, the United Slates had lost $2 billion in gold- Later in 1968 
and in 1909 there occurred an unexpected improvement: capital flows 
turned around sharply, the official settlement balance improved, and 
liquid liabilities to foreign official agencies declined despite the fact 
that the \rade and current account balances were very weak. What 
happened was that capital was attracted to the United States by high 
interest rates and a booming stork market. At the same time the 
European sense of security was being shaken by the student- worker 
revolt in France — which caused a wage explosion^ eventually led to 
the departure of de CauUe, turned the French franc from one of the 
strongest currencies into a weak one, and forced its devaluation in 
August 196^. The invasion of Czechoslovakia in summer of 1968 
heightened the feeling of instrurity in Europe and, by contrast, 
revived confidence in the dollar. But it was clearly an unnatural and 
unsustainable phenomenon for the richest country in the world to 
import capital on a large scale. 

In 1970 capital flows reversed themselves once more and there 
was again a large deficit in the official settlement balance — although 
the trade balance showed a small improvement, due probably to the 
mild American recession that had started in November 1969 and 
lasted for one year. As mentioned earlier, the trade balance deteri- 
orated sharply in the second quarter of 1971 and t .j deficit in the 

Details and a critical analyf»i« o( ihh »iir! program can be found In 
Gottfried Haberier jnd Thomas D. Wlllett. U.S. Balance of PaymcfitB PoUcieB 
and Intcrfuii Momtary Reform: A Criiica! Analysis (Washington, D, d Ameri- 
can InterpriHc Institute for Public Policy R^^nearch, 19b&), p. 19, el scq. 
^ Thi'< done "by virtue of the authority i^ci^Ud in the President by the act of 
October 6, 1917 as amended (12 U.S.C. 95a)/' 
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official settlements balance jumped from $9.6 billion in 1970 to 
$29.8 billion in 1^71, reflecting a large increase in VS. liquid liabilities 
to foreign ci?nlral banks which had to buy dollars to keep their cur- 
rencies from riiiing above parity. On May 9, 1*^71, the German mark 
wai> allowed to float up and, following the mark, the Swiss franc and 
the Austrian schilling were appreciated by 7 percent and 5 percent, 
respectively, Austria and Switzerland had learned from their experi- 
ences in l^o9 and 1970 that they exposed themselves to strong infla- 
tionary impulses ("imported inflation") from Germany, their most 
important trading partner, if they did not follow the mark. 

Recent Developments; August 15, 1971 to June 1973 

The New Economic Policy brought two important changes in the 
international area, suspension of gold convertibility of the dollar and 
a general surcharge of 10 percent on dutiable imports (equivalent to 
4.8 percent surcharge on all imports). / 

De facto, the dollar had been inconvertible into gold for some 
time, in the sense that large foreign dollar holders such as the German 
and Japanese central banks knew that the gold window would be 
closed if they tried to convert some of their dollars into gold. Earlier 
in 1?71, however, there had been some small gold conversions of 
dollars held by smaller countries. Since August 15, 1971, the dollar 
has not been convertible for anybody. This meant that, until general 
floating started in March 1973, the world was formally on the dollar 
standard rather than on the dollar-gold exchange standard. 

However, two facts should be kept in mind, First the declaration 
of inconvertibility only legalize^' an existing situation, Dr. Edwin 
Stopper, president of the Swiss National Bank, put it this way: "Ac- 
cording to a widely held view on 15 August 1971 the dollar-gold 
exLhange standard was put to rest. Actually it was not the existing 
monetary system that broke down, but the notion that it was based 
on the dollar-gold exchange standard. In reality it functioned, prac- 
tically from the beginning, as a dollar standard/'^ 

Second, while the dollar has been inconvertible into gold for a 
long time (with the small exception noted above), it has remamed 
fully ccrivertible in the market all along. In other words, holders of 
dollars, foreigners as well as Americans, can une their dollars as they 
please to -my or invest or disinvest in the Unitt'd States and can 

Addrei4>i u, ie annual general meeting of the Svviy«i National Bank on 23 April 
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exchange their dollars in the market for other currencies either at a 
fi%c6 rate it* the toreign currency i^ pegged to the dollar or at the 
prevailing market rate it the foreign currency floats. (For Americans 
the market convertibility ot the dollar ib somewhat restricted by the 
various capital export restrictionii.) 

It stands to reason that market convertibility of the most impor- 
tant currency, the dollar, is of the utmost importance to world trade. 
The tact that world trade has continued to grow by leaps and bounds 
despite frequent currency crises is to a large extent due to the fact 
that the dollar, and most other major currencies as well, have 
remained convertible in the market.'^* This is in sharp contrast to 
what happened during the 1930s. 

The import surcharge of 10 percent was a temporary measure 
designed to bring pressure on surplus co» ntries to appreciate their 
currencies. In that it was successful and it was promptly removed 
after it had served its purpose. The sut *j *o',e helped to induce the 
la'^anese to let the yen rise. It alsc nelped to bring about the 
Smithsonian agreement, whi* h was rej*.heJ on December 18, 1971, 
after intensive negotiations and niimcrcus conf**rences at the highest 
level This agreement brought a diastic realignment of exchange 
rates, including a depreciation of the dollar in terms of gold of 
7.6 percent, a sharp appreciation of the mark, yen and Swiss franc, 

and a smaller one for several other currencies including sterling and 

the French franc. 

The turmoil in the exchange market subsided, but the calm did 
not last long. The British balance of payments deteriorated again 
and, on June 23, 1972, the government was forced to let sterling 
float — the first post-Smithsonian crisis. The appreciation of sterling 
vis-a-vis the dollar in the Smithsonian Agreement thus proved to 
have been a mistake which probably had been made for political 
reasons. 

The devaluation of sterling stimulated speculation against the 
dollar. Between July 1 and September 1, the Fed^al Reserve inter- 
vened in the market to support the dollar by selling a few million 
German mark«i and Belgian francs, a trifling sum of $31.5 million. 
This move was played up in official statements and in the press as a 
historic change in policy. It was merely a gesture of goodwill, Oite 
that was well received abroad and that may have eased the situation 
momentarily as was widely claimed by making foreign central banks 
more willing to buy dollars. But it could not restore confidence o( 

'"However very few ctirrendes are a*i completely convertible in the market i$ 
the dollar. 

\ 
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the market because the American trade deHcit remained throughout 
the year at the record level of over $6 billion (annual rate) that it 
had reached In the first quarter. 

The second post-Smithsonian currency crisis was touched off by 
European developments. The Italian lira had been weak for some 
time, because of unsettled in ernal political and economic conditions 
that have produced continuous uncontrollable flight of capital. On 
January 22, 1973, the authorities decided to follow the French example 
and to split the exchange market into a pegged one for current trans* 
actions and an unpegged one for capital transactions. The Italian 
crisis was da alarm signal The flow of speculative funds — dollars — 
into Switzerland and Germany rose immediately. But the Swiss had 
learned their lesson. When they saw the avalanche coming, they let 
the fram- float up (January 23, 1973) and the flood of dollars poured 
into Germany and Japan. Both countries at first categorically refused 
to either appreciate c^r float. So in one week (February 1 to 9) the 
Bundesbank had to buy over $6 billion to prevent the mark from 
going through the roof. Then the exchange markets were closed and 
the United Stales had ;o take things in hand. By offering a 10 percent 
devaluation of the dollar in terms of gold and SDRs, it took Germany 
and Japan off the hook. Japan agreed to float the yen (February 14)/^ 
and Germany accepted the 11*1 percent appreciation of the mark 
vis-a-vis the dollar (anJ many other currencies) that the depreciation 
of the dollar implied. Germany's common market partners — minus 
Italy and Great Britain, who continued their inde|>endent floats — went 
along with the mark, and a number of other countries appreciated 
their currenc ies vis-a-vis the dollar by varying smaller amounts. 

But when the markets were reopened on February 14, it soon 
became clear that the new pattern of exchange rates had not restored 
confidence. Speculation continued and on March 1 the Bundesbank 
had to buy $2,7 billion — the largest daily flow of hot money ever 
recorc4ed — to prevent the mark from rising above the new interven- 
tion point. 

On March 2 the exchange markets were again closed and they 
remained closed officially until March 19, However unlike the earlier 
cases, ''closing of the markets" this time merely meant that there was 
no official pegging. The central banks stayed out of the marl et, but 
private trading was allowed to continue and exchange rates were 

From that day on, the Italian lira, too, wa^ allowed to float, But Italy kept H« 
dual encchangc rate — «o It h^d a double float, one for current Ir^ntiactlonfi, the 
other for financial tran$a&tion!>. 
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quoted. Speculation practically stopped as soon as the central banks 
stopped offering the speculators a one-way option by pegging, and 
eicchange rates changed only slightly. 

During the breathing spell uf the float, the members of the 
Common Market—minus Great Britain and Italy whose currencies 
continue to float independently — agreed on a common float of their 
currencies against the dollar, after Germany had agreed to appreciate 
the mark by 3 percent vis-a-vis its Common Market partners and 
also de facto vis-a-vis the dollar and other currencies (although it has 
not declared a legal par value)* 

Since March 19 when the markets were officially reopened, the 
situation has been this: Yen, lira, sterling, Swiss francs and Canadian 
dollars float independently. The currencies of the Common Market 
countries — France, Germany, the Benelux countries and Denmark — 
plus Norway and Sweden have a "common float" against the outside. 
In other words, these countries link their currencies together by inter- 
vention with a 2V2 percent band (maximum spread between the 
strongest and the weakest cur^-ency), the so-called "snake but 
refrain from fixing the rate of the dollar. Thus, no attempt is made 
to keep the "snake" inside a "tunnel/' 

Actually the snake remained inside the old tunnel until early 
May. At that time speculation once more turned against the dollar 
and drove the gold price to record highs. Under the old system this 
would have produced a first-rate crisis and foreign central banks 
would have had to buy billions of dollars to keep their currencies 
from rising. Under the floating system some of the strong currencies, 
such ••s the mark and the Swiss franc, rose by roughly 8 percent 
vis-a-vis the dollar and many other currencies. Instead of ministers 
of finance and governors of central banks rushing around from one 
emergency meeting to the other, the market took care of the problem 
with comparatively mild fluctuations. 

It is beyond the scope of this paper to describe the working of 
this system in detail. I confine myself to two remarks: First the 
various floats are by no means entirely unmanaged." Undoubtedly 
the interventions have been^ and still are^ numerous, although it is 
impossible for an outsider to estimate their frequency and size.^^ 
Second, for almost two months after March 19 a remarkable tran- 

Even the Canadian float hai been n managed one since 1970, judging from the 
fact rhat the Canadian international tetiervc has groH^n fiubstantially during that 
period. Thift i% in contrast to Canada's earlier period of floating {i9S0-1962) 
when the authorities claimed that their Intervi^ntlonfr were confined to ironing 
out fhort^fun fluctuations. 
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quillity reigned in the exchange markets.' * When speculation against 
*hc J%^llar started again In May— probably largely because of the 
un^etded political situation and resurgence of inflation in the United 
States, but also because Germany took strong anti-inflationary me*^- 
sures that made an appreciation of the mark a distinct possibility — 
the market took care of the problem with mild fluctuation of ex- 
change rates. 

Hovv long the calm will last depends primarily on how long the 
authorities will leave exchange markets alone and refrain trom peg* 
ging. An uncertain question is how long it will be possible to keep 
the Common Market currencies together in a common float. That 
will depend on whether the members of the block will be able to 
coordinate their monetary, fiscal, and wage policies sufficiently. If 
past experience in the Common Market and elsewhere is a guide, the 
changes are dim that the common float will last very long/'^ 

The Nature of the Recent Crisis 

The currency crisis of February-March 1973 is usually called a crisis 
of the dollar — and so it undoubtedly w^as. But it was also a mark 
and a yen crisis. ! would speak of a pure dollar crisis if the dcllar 
were overvalued with respect to all or most currencies so that a 
devaluation of the dollar was all that were needed to restore equi- 
librium. A pure mark and yen crisis would exist if these two cur- 
rencies were undervalued with respect to all or most currencies so 

^'^ At th^t ftmc "^cverdl people suggef^tcd thiit the quiet In the exchange market 
should be ^stlributed not to floating but rather to the re{<triction& on capital 
inflows that had recently been put in place, especially in Germany. 

This explanation ik unconvincing. Twice, once in 1969 and once in 1971, 
Germany had gone through the e?ierci«e of ilVHt residing appreciation and then 
retreating Into a temporary float, In inith cavcii, ^speculation cea«?d immediately 
after the authorities stopped giving the speculatorft a one-way option by pegging, 
despite the absence oi elaborate capital Import refitrictionfi< On all three occa* 
sions the Bundesbank tost billion^i of markir by buying btillonii of doilarv In the 
vain attempt to keep the mark down (not counting, a*» unavoidable, the iofi« on 
previously accumulated dollar*^). 

One more example: The Swis$> had elaborate capital import controli in 
place in l^7S, but still had to TC*ion to floating to 4»top speculation. 

Some highly respected German economic research Institution!^ expn-vfied doulti^ 
that the anti-inflationary policy could t^ucceed without "protection from Imported 
mflaMon' i"Aussenwirt*fehaftliche Absicherung" h the German e)(prc§«lon) 
through .1 rise of the mark in the e^ichange market. Actually in May the mark 
waAliH at the bottom of the snake. 



Inlune Termany was, in fact, forced to ^ -precia e the mark once more by 
5.5 pertent. See Postscript : Develcipments Since Completion of Thi# Paper, 
p.tgc 99 below. 
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that thdr up-valuation wjh all that wi?re needed to restore equi- 
librium. The, recent kirisis clearly wa*^ a mixture. The dollar was 
devalued with respewt to mi' ^y but by no means all currencies, and 
the mark and yen were up-valued with rej»pect to many currencies 
but not all. 

It should be obi>erved, however, that even in a pure mark and 
yen crisis, the dollar would be prominently involved. Whenever one 
or two important currencies get out of line and seem ripe for 
up-valuation, dollars from all over the world, not only from the 
United Stat( will flow into these currencies. This flow will give the 
impression of a dollar crisis, even if the dollar is not out of line 
vis-i-vis any currency other than the two or even if the U.S. balance 
of payments is in equilibrium. This is the consequence of the fact 
that the dollar still is the world's forcn^ost reserve, official interven- 
tion and private transactions currem y< 

It is useful to carry this though , one step further. Suppose SDRs 
or gold replaced the dollar as the International reserve and official 
intervention currency, Suppose furti^er that one or two important 
currencies became undervalued. The consequences would be much 
the same as now — gold, SDRs and dollars would rush into the under- 
valued currencies. ! say "and dollars" because, even if the dollar 
were shorn of its official reserve and intervention functions, it would 

still be an important private transactions currency and the American 

economy would still be the leading economy in the world. 

This confirms the now widely accepted view that the basic defect 

" of the present monetary system is the malfunctioning of the balance- 
of-payments adjustment mechanism, the 'adjustable peg" system. 
What is needed most is greater flexibility of adjustment. It is possible 
that sufficient flexibility has rlready been achieved by widespread 
floating, however ''dirty" or intensively managed it may be**^^ I doubt 
that a grand revision of the International Monetary Fund charter is 

I perkunally wuuid dklingubh between "dirty" floating and ''managed" float- 
Ung. If Ttianagcment iii confined to buying and fK^iting of foreign exchange in a 
free market for the purpo«ie of ironing out «horl-run fluctuations, it does not 
de»erve to be called "dirty/' I would go further and ^ay that even if the purpoi^c 
of buying and i^elling is '^mewhat more ambitious, namely, to re«train n rapid 
the Of decline of the exchange rate that seem* to be uniuiitlfled--ln other word*, 
if the pufpow? of management is to moderate an emerging trend without trying 
to ^upprc*i> It altogether—this policy will not upset the smooth working of the 
system in the wime way as rigid pegging does. Floating becomes "dirty" when 
markets are split, when special rates for different types of transactions are 
I'sfablished In either an open or dkgulsed form and other controls are used to 
Influence the rates. The borderline between merely managed and "dirty" floating 
is fluid/ but experience seems to show that the system can stand a good deal of 
management without developing ihe defects of the adjustable peg. 
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at all feasible or desirable. But Uii*i problem will not be further 
puriiued in tlie present paper. 

To iiay tlut ^nuHither adjuHtment it; the most pressing problem 
iloe^ not mean that the management ot \hv dollar and the Amerkan 
inflation are unimportant tor the functioning of the international 
monetary s\>tem. Far from it. 1 now turn to an analytsis of the 
weakened position of the dollar with special emphasis on the Amer- 
ican inflation. 

The VVeakne§i> oi the Dollar and the American Inflation 

The Ameritan balance of payments and the dollar have been ehron- 
iiallv wtMk since the late l''^50s. U this entirely a consequence of 
the Amcriv^an inflation? Our inflation surely has had much to do 
with it. When there was little or no inflation from 193$ to 1964, the 
balanit? oi payments greatly improved: the surplus on goods and 
t.iMviceH iOM> from practically zero in 1^59 to SS.o billion in 1964. 
IJnMi* ian W little doubt that the U.S. balance would again improve 
it inflation were brought under control, even if this Avere done 
wit/iont causing a recesi on.^' 

JK vvever, American inflation is emphatically not the only cause 
of tht* weak U.tj. balance of payments. A factor of major importance 
is the r^p'ikl recoxery of industrial Europe and Japan and other court 
tries, causing American industries to lose the semi -monopolistic posi- 
tion they enjoyed during the first years after the war.''' Another 
important factor is the numerous devaluations of most currencies 
against the dollar that occurred durin^; the first twenty-five years 
after ihv war; the wholesijle devahiation of currencies against the 
dollar in 1^4*^. four devaluations of the Fr.nch franc between 1948 
and 1^35 (when de Gaulle put the franc on a firm basis) and one 
more after de Gaulle's departure in 1969, and many others, 

''h fs Mi, lunvcvor, tibsohitoly 4ert*iln lH»iMUst» it is toncciv.iblc that wmc 
uni,itrii-s would want ic *«rtufi' *i •^urphr. by d£»v«ihnition, either in otdvv to 
inwUM^c tluMf inft'rn*ition»i! r<?M»fvc or to •.tmuiLite their t^cononiy, But in view 
-oi tiu' hi^h pfopcn^^ity to inflate everywhere, I would not expect this to happen 
on a In^v hl^W, Moreover, the United SiMe^ should not he alarmed if it hap* 
pcned. At ^nv r*ilc, ^orei^*n complaints about the excessive accumulation of 
dolLu b.iKinies would be ksh insistent if the purchasing power of the dollar 
remained intact. 

^^^\^ show that ihiN i-1 not just hindMght, let me ijuote what 1 naid in my 
pamphlet. Infhifioti: i\iutH\-^ tvui Cnn-^ i\Va*»htngton, D. C\: American Inter- 
pnse Ifi'^tilute, lo?'*), tevised and enlarged, and 1*^4^0. "The r^^pld deteriora- 
tion In the U fy. ir-ide and payrnenlH position smce 1957 has to hv attributed 
mainly to the rapid recovery of industrial lurofu' and Japan from war destruc* 
tion and dislocation . . /' (p. 68, 1961 edition), 
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All this, ut course, Uws not nu^n tlut the dollar is lust or that 

-the American intlation is irrelevant* It means, huvvever, that m view 
ot the weakened kOjnpetitive in^srtion ot American industry, equi- 
librium at stable exchange rates reijuires a nuuh lower inflation rate, 

possibly a zero or negative rate, than we have avtuaily had. 

. ' The reierenie to zero or negative inflation needs caretul explan- 
ation. The degree ot inflation is usually measured in terms of the 
4:^nsumer price index <Cri), Using that definition, it is definitely 
not true as a general proposition that all countries with less inflation 
than the average will enjoy surpluses and all those with more inflation 
will develop dehcits. As a conspicuous and very important example, 
take the case of Japan. Staiting trom 1952^ as 100, the Japanese CPl 
ahnoHt doubled bv the first quarter oi 1^70 {rising to 1*57.3) whereas 
the U.S. consumer price index rose by less than 50 percent (to 141,4), 

..Bui lapan's wholesiiie price index (VVPl) rose by only 14 percent 
(to 114,1) and it«i exfH>rt price index (EPl) even declined by 3.2 per- 
cent (to «4.S). For the United t^tates the figures were 125.3 for the 
WTi and l2^^o lor the LP!. 

lapan's case is extreme, but it is not the only case. Is has been 
found that the higher a ^ountrv's prc^ductivity growth (output per 
man-hour), the greater is the gap between the CPI and VVPI. Thus, 
|he rapidly growing economies of Germany. Italy and Japan have 
iiispTayed a significantly higher CTI /VVPI ratio than the slowly grow- 
ing economies of Cinada, the United States and the United King- 
dom J'* The well-known reason is that the CPl is heavily weighted 
with services, including distribution services at each stage on a 
product's way to the final consumer. These services are on the whole 
labor-intensive nnd have a slower productivity >;rowth than manu- 
facturing industries and agriculture. With respect to the CPI/EPI 
ratio^ the contrast between the high and low productivity countries 
levcn greater. The explanation is partly the same as in the case 
of the CPI /VVPI ratio. In addition, the good performance with respect 
to export prices c^f the three high-productivity countries mentioned 
above, Germany, Italy and japan, surely is connected with the rapid 

l^^jcavery of those countries after the war* The principal rapidly 

''*in?c- Uofuild MvKinnon, AUnh'f/uy Thccry nnd dmiroUcti flexibility ift ihv 
Fcrvijin ExJt>vi^^c:i, rtt*i.iyh in Intcrn^itiiMia! Financt' N!o. 54 (Princeton^ N. I,; 
Princeton Univcfsity Prc^ss, See c^Uo Bi»ki Bahiss.i!* import*3nt paper, 

"The Purch»isin« Povvrr Verity Din trine: A Uc^ippi.iisa)/' lourual of Political 
i-li:otiomy, vol. 7Z (I*5i?4), A iMroful ^tiitistjcjl *injly<ii*T has becrt made by Hirotaka 
fCatiJ, "Statt^^tiviil An.ilyvis of the C*ip In^tivcen Consumer Price and Wholesale 
Price Movements in }*ip*in, HeO-!Oi>4/' in ^hok^'i Rontio (Kaniigrtwa University, 
J*ip»in); vol n, no. 4 (Niirth 1*?C57). 
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growing exports^ of the three tountrirs arc manufactured commodities, 
csptvially durable onc*^, Thenc arc the industries with the most rapid 
recovery and productivity growth/"" 

But whatever the complete explanation, the difference between 
the United States and *^onie other ini^Hirtant countries with respect 
to the divergence between consumer prices on the one hand and 
whcflesale and export prices on the other has far-reaching economic 
consequences. Suppose the United States succeeds in stopping infla- 
tion in the sense that consumer prices remain stable. Since the prices 
and price levels of internationally traded goods in different countries 
are closely linked and move together, the larger gap in Germany and 
Japan between the WPI and FPl on the one hand and the CPI on the 
other implies that their CPIs v>ould have to rise substantially vis-a-vis 
that of the United States if equilibrium in the balance of payments is 
to be maintained at fixed exchange rates. In other words, there is a 
wrt of inflatii^n-transmission multiplier at work. Inflation in the 
United States whether zero or jx^sitive, is transmitted in a signifi- 
cantly amplified manner to some other countries in terms of the CPI. 

This has importan* implications for the future of the interna- 
tional monetary system, especially for one that is based on the dollar. 
It has often been said that as long as the world is on the dollar stan- 
dard — that is to say, as long as most countries peg their currencies to 
the dollar and keep them convertible — the U.S. sets the pace for 
world inflation. It is true that in principle the price relationship is 
reciprocal: U.S. inflation induces inflation in all countries that main- 
tain fixed exchange rates and inflation abroad induces inflation in the 
United States. But, as an empirical propostion, the relationship is 
assymetrical. This follows from the fact, or what 1 take as a fact, 
that American inflation is almost entirely determined by domestic 
policies — domestic policy objectives and constraints — and is only 
marginally influenced by forces from abroad.-^ Twenty years ago 
monetary and fiscal policies which determi^'^ the pace of inflation 

It ^lunilJ bv kept in mind lh.it in the VniU\\ St^tc*^, .ind presumably cUmhcrt' 
too. the IP! \^ ^tatisttc»iily much poiwr and less ri'Nisble \nAc% th«sn the CPI 
and W Vl In the ia?**? of japan one tould aho think of lower "dumping" pricc§ 

.in cspKmatory tijcton But in view ot the American •icnftitivity to dumping, 
llagnnt i.iscs of dumping are unlikely to cjH:ape detection 4ind arc fmbiect to 
counterviiiling 4ind anti-dun^ping measures. 

William D. N'ordhau*', "The VVorldivjde VVaj?e f-\plosion/' HrodA'/n.^H PtUH^r^ 
Oft y.conofuii' Ai-ftvify, 2: 1*^72 ( Wa'^hington, D. C: The Brookings ln?*titutkm, 
^l<^72j, iisuhes »i tiiir conclusion, "How doe** the U.S. exert such a powerful 
influenie on prices abroad? Piiradoxieally, the ansiwer iti becaufie the US. Is» 
the only country that doe^ not <or can aflord not to) care tierioufily about the 
ettect oi it> price level on its e?^ternal position." (P, 459.) Actually there in 
nothing paradoxiial about that* 
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in the United State** were still influenced by balant:e-of-payme^){< 
- considerations. Thi^ b no longer the wane and most economists agrnr^v 
that it should not be the case. It is the principal postulate of 
.policy ot. benign neglect that mavroevonomic polities should be deia% 
^. mined by domestic policy objectives and not by the balance of 
mcPts. Even officials who reject the policy of benign neglect acc^f^ 
it* basic postulate. Thus, Arthur Burns's fan.ous Ten Commat^' 
ments for international monetary reform 5tate that the "internaticof^^il 
monetary system will have to respect the need for substantial autit^' 
omy of domestic monetary policies. ... No country . . . should heV 
to accept sizable increases in unemployment to reduce its deficit. 
shoi|ld a surplus country have * , . [to accept] high rates of inflatiS^i^; 
[to reduce its surplus]/' 

The A:yclical situation and the rate of inflation in the Unilfc^^ 

Slates are, of course, subject to some influences from abroad viattt^^i 
balance of payments and more directly through exchange 
changes. For example, the large trade deficit of $6,S billion In 1^0?^! 
must have helped a little to dampen inflation, and th^ 1973 devalut^j 
t.*on of the dollar somewhat exacerbated the inflationary Ut^^l 
through the rise in import prices even before it began to ha\^ ; 
favorable effect on the balance of payments, 
i But for the United States these repercussions and feedbacks a 
nqrmaiiy minor and can be offset, and are likely to be offset, 
domestic policy changes. For all other Western countries, howm^V' 
they are of major importance." * Because of this quantitative . 
symetry, we can say that the United States sets the pace for md)i 
inflation, that is. it sets the pace for inflation in the many countrtftj^ 
that peg their currencies to the dollar and keep them con vert fcll'!]^' 
So long as exchange rates are fixed and currencies remain 
.^.^vertible^ this is a fact of life that would not be changed even ifl% 
dollar were replaced by SDRs. Only by changing parities or by fWV 
ing can oth^r countries stay out of the backwash of the Amerbi\^ 
inflation. 

_ Tp ^ay^ I bluntly, that the United States sets the pacf;Q^f 
^" World inflation, does not mean that the United Slates is responslil^^ 
for every inflation in the world. Many countries have manage<i|l 

generate; autonomously and voluntarily, more inflation than we be^y 

— ^..-^ — — — ^ — - - — ■ ---^ 

" Arthur f. Burns, "Some F-.scntijU of International Monetary Reform/' Fci«|(t\^^ 
Reserve Bank of New York SUmthly Review, ?unf 1072, 132 (address U 
1972 International Banking Conference, Montreal, C^tudA, 11 May 1971). 

If the U.S. trade balance ^shifted from the currenl deficit of almost $7 bi8lW|^ 
to a larger surplus of $13 billion, whkh t^smetimes is mentioned a« a t«fg(l!ir^> 
would a highly inflationary factor. 
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-This is clearly true of the many countries that have been forced at 
one time or another to devalue vis«^-vi$ the dollar. It is also true of 
some that have kept their currencies stable in terms of dollars^ al- 
though in that case the fact is a little more difficult to establish. If a 
country has trouble keeping its external bal^e in equilibrium 
(symptoms: use of controls, loss of reserves) andna forced from time 
to time to depreciate, we can conclude that it is generating its inflation 
autonomously, although this often does not inhibit such a country 
from loudly complaining that ihe U.S. is exporting inflation. 

On fhe other hand, if a country has more inflaJten measured by 
the CPl than the United States, it may nevertheless be argued that 
it has been subject to unwanted inflationary pressure from the U.S., 
for its more rapidly rising CPl may be due to the working of what I 
have called the inflation-transmission multiplier. 

Some writers have tried to demonstrate that most countries that 
have been complaining about being forced to ''import inflation" from 
the United States have in reality made their inflations all by them- 
selves. The dcmonstr*ition takes the form of showing that, in the 
crucial years, the central bank^ of those countries have increased 
their domestic assets just as much or more than their foreign assets. 
The idea is that we can speak of imported inflation only if the increase 
in the money supply is substantially equal to, and is due to, an 
increase in the international reserve, reflecting a favorable balance 
of payments, irrespective of whether the reserve flow stems from 
current transactions (trade surplus) or capital movements (including 
speculative funds). 

Thifi seems to me an unduly narrow interpretation of the matter. 
True, both an imported inflation (rise in prices) and a homemade one 
have to be supported by an increase in the quantity of money. But 
whether this increase comes entirely from central bank purchases of 
forei^fj assets (increases in their international reserves) or partly or 
predominately from purchases of domestic assets (open market opera- 
tions or loans) is a matter of secondary importance. If the latter is 
the case, that is, if the acquisition of domestic assets is partly or 
largely responsible for the increase in the money supply, it may reflect 
a deliberate policy designed to forestall an undue accumulation of 
dollars or it may be the consequence of a boom touched off by heavy 
orders from abroad. In neither case does it preclude a perfectly 
honest statement to the effect that the inflation was imported, in the 
sense that it would not have occurred if the balance of payments had 
not gone into surplus. The basic fact is that prices and price levels 
in countries engaged in intensive trade with one another are closely 
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connected through the medium of tradable-goods prices which, allow- 
ing for transportation Mo^^t$r arc the t;amc at home and abroad. 
Therefore *iuch prici? levek react promptly to Inflationary impulses 
from abroad and to change*^ in exchange rate*i.-* Whether a given 
country followH the U.S, infi»ition reluctantly, i*i Mriously incon- 
venienced and hence can ho «i<xid to be subjected to unwanted im* 
ported inflation, or whether it generates enough inflation at home 
to get into balance-of-payments troubles even if there were no U.S. 
inflation — the answer to this hypothetical question cannot be deduced 
solely from t!ie ratio of foreign to domestic assets in the central bank 
of the country concerned* Additional evidence is required to decide 
this question, such as a loss of reserves, resort to controls and 
Oicasional devaluations. 

This analysis should not be interpreted, however, as a denial or 
disregard of the fact that no country need submit to imported infla- 
tion. On the contrary, I believe that any country can, in principle, 
shield itself ^wm forei>*n inflation by appreciating or floating,'^ In 
fact, appreciation and floating are the only really effective defenses 
against imported inflation. Large countries with a small foreign trade 
sector may be able to resist inflationary pressures from abroad by 
using open market operations to offset the monetary expansion 
caused by the influx of reserves and to reduce the prices of nontraded 
goods as a counter to the price increases of traded goods. But there 
obviously are economic, political, psychological, and institutional 
limits to this increasingly costly policy. Small countries will reach 
these limits quickly. The longer a country resists, the more the 
inflationary pressure will be intensified by speculation. Small coun- 
tries are likely to be overwhelmed in a short time. 

But let me repeat, the compulsion to submit to imported inflation 
arises only under a legime of fixed exchanges and convertibility.^^* 

By appreviallng il^ currency a country <?xert«* Inflationary prmure on itt 
neighfc^r** who rcfu'^c to go along For example the German appreciation In 1969 
had a tilrong inflationary Impact on Autilrla and Switzerland. Thete countrief 
{earned their le^^sn and followed Germany immediately in itt^ next appreciation 
-in 1971, in 1973 Swjt;feria«d floated before Cermany moved. 
7^ parity of rea^Msn, it foiiows that by depreciating its currency a country 

tH^ti^^nfi-htflatuumry pressure on it$ neighbor* who refuse to go along. Th{« 
if, of courie, true only If currencies are convertible in the marlcet. 

ft i4iould not be overlooked* however, that monetary inf}uencef from abroad-^ 
inflationary and e«ipeciaily deflationary influences-K>ften have an admixture of 
real shifts In Internationa] demand* The«e real shifts cannot be obviated by 
n)onetary measures ^uth as parity changes* 

^ {t is wel! known that Inconvertibility, that is, propping up a nominaUy fixed 
exchange rate by a battery of controls^ is analytically (not merely definitionally) 
^quivai^nt to disguised iievoluation or upvoluation witii muilipie exchange ratfi« 
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Some Implications for the Futui^ of the Intenutlonil 
Monetary System 

The fjct that the U.S. inflation rate, whether positive or zero, is 
amplified as it is transmitted to *iome other countries niake^^ the 
operations of the fiKed-rate system more difficult. For this means 
that even if the United States managed to keep its rate of inflation 
at an internally tolerable and sustainable level of not more than, say, 
a 2 percent annual rise in the CPI, it may involve what may be an 
unacieptabie rise of, say, 4 |.H?rcent in some other countries such as 
Germany and japan. In other words, because of this multiplication 
factor, the United States is capable of ^'exporting inflation'' even if it 
has none internalKs'* This clearly strengthens the case for flexible 
exchange rates. The problem is, of course, greatly aggravated when 
the United States has rates of inflation of 4 or 5 percent because then 
many currencies, not just a few, become undervalued vis-a-vis the 
dollar. 

The problem would not go away if the dollar were replaced as 
an international reserve and official intervention currency by SDRs, 
for it will always be a difficult job to devalue the world's most 
important private transactions currency. The reluctance of surplus 
countries to appreciate their currencies vis-^-vis the dollar has, one 
gets the impression, little to do with the reserve and official interven- 
tions function of the dollar. Rather it seems primarily motivated by 
the fear of losing a trade surplus, a mercantillstic attitude to be sure, 
and the superstition that changing an exchange rate as such is a 
burden,""* There is furthermore ihe understandable apprehension in 

In thi* iMfly wht'H thert* swrv compiamls abruiid th*it thr United SUMvfi 

"i»%piuUHl inflation" through its deficit, American offlciab ri?plicd indignantly thM 
Ami»ni4 had no inflation and therefore could not export it. ThU ivati Uttk 
tomtoft to other iountrle^ which had to submit to Infliitlonarv pre^sureti from 
ihv Amt»ri*«jn deficit. But the American** were right in the sense that H would 
not be rcMHonabIc in the modern world to i3*»k for more than price stability. 
To avoid exporting inf1atlon---in other words to enable some other countries to 
enjoy a stable CPl at fixed parities— the United State*, would have had to let its 
CP! go down. But it the United 5tate!» had a iiilghtiy declining price level— 
whiih. it will be remembered, matiy economists 44sed to regard a» the optimal 
polity— it surely would be accused by S4ime of "exp4>rting deflation" because 
quite a few countries would not be able io maintain parity with a dollar that 
gained *.teadily in purchasing power, 

f i4tntmii'*ts have nurtured thi^ Huperstiliun by emphasizing, for want of eco- 
nomic arguments, the alleged "jHiIitical" and "psyihologUar' burdens of chang- 
ing parities. In Irancv, wh*'fe the mercantiiistic tradition is especially strong, 
official npokevmcn have made it abundantly clear that their reluctance t0 ^ the 
franc appreciate vis*a-vis the dollar is motivated by the wish to protect Trench 
induMriCH from what they regard an etices*»ive American competition. 
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sufpluti countrks* about the danger of overadjus^mcnt (ovcr!5hsH>ting 
the equilibrium rate). After all, the equilibrium rate is not known 
and nobody wantti to a «^urp!u«» (HHtition turned into one of deficit. 
For this rea*ion, there is an entirely rational tendency under the 
aujuiitabie peg *.yiftem to appreciate too little rather than too much. 
If ihis appraisal is approximately correct, putting SDRs in the^slace 
of the dollar would achieve very little.-^* 

The upshot is that, in the future, %ve have to expect the emer- 
gence from time to time of disequilibria which require parity changes. 
The dollar will probably be involved even if the United States 
manages to curb inflation, But with a IJ,5, inflation, ihc problem 
becomes much more serious. 

Under the adjustable peg, parity changes are bound to be pre- 
ceded and accompi^nied by currency crises triggered by increasingly 
massive flows of f^peculative funds. Controls on speculative capital 
flows is not the answer. The longer they last and the more often they 
are applied, th<' elective they become unless they are progres- 
*»ively tightened They hit legitimate" or "virtuous" capital along 
with ''specul^itive" or "bad" capital and sooner or later require 
current account controls as well. This cannot be further discussed 
here. I confine myself to drawing attention to a neglected aspect that 
has become ver\' importanJ in the last crisis: When speculative capital 
flows are increasingly subjected to controls, speculation turns more 
and more to commodities. When it becomes difficult and expensive 
to speculate in marks and yens, the ne\t best thing is to get out of 
currencies expected to depreciate by making speculative purchases of 
international traded commodities/*" This seems to have happened 
on a very large scale during the last crisis and to have greatly con- 
tributed to the sharp rise in raw material prices/*^^ This development 
if a natural extension of the familiar phenomenon of "leads and lags/' 
Cold speculation is another manifestation of the same phenomenon^ 
But. fortunately, the price of gold does not enter the cost-of-living 

-^^To TvpUic the doilar 4* 4 ' pivot" or "numiJrair^" in which paritlci» Are 
enpfesf^^ed ha** already iwn *ichicved to somif e%i^n\ because numerous new par 
^alweii or ceniral rate* Including that of Ihc dolbr have been officUUy declared 
it\ lerm^ of $DRv. It ii^, however, a change oi negligible importance except oft 
<hif 4|ue«itlon-besging av»iumption thai II wili make parity changes, Including that 
of the dotlar, easier. 

"Speculation ' fihou.d be interpreted in 4 broad It means not only ftpecu- 

Ution in commodities by people who are not engaged In production or in export- 
ing and importing of the commoditleii c jncerned— ''pure lipeculators" we may call 
Ihcm— but at«o^ and primarily, upeculative purchase* and iirdef« by producing 
firm« (national and multinational corporations) and by professional exporten^ 
And Importers. 

^« See an illuminating article in The EconomiH (April 14-20, 1973). 
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index m the whoU>.)!u prUi* inUi'x. Given ihv lurrcnl hug0 volume^ 
of world iradi% WaUt^ jnd l*igs, iorward buying, ^nd commodity 
•fju'iulalion wan mine many bilUon^ of duUarti from country to country 
in a shk^ti timt\ To retitri4t tins sort of sptvulativc flow would ri'quin? 
tight tontrcU going far beyond the financial area: 

The kon^iusion is that floating i»i the only way to effect parity 
changi's^ without setting in motion inkrea»jingly massive and dbruptivc 
capita! tlow?i, This is now being widely recognized in offiiial tiriles.'^* 
How mukh floating is required remains to be seen. Rapidly accumu- 
lating experience suggests that even extensively managed flouting 
creates enough uncerl.iinty about the future movements of exchange 
rates to discourage most spivulators. The Cierman periods of floating 
(lo^a, 1*571 and 1^73), the Canadian case and the Brazilian "trotting 
peg" all point in that direction. 

let me end with a cautionary note. If the American inflation Is 
not stopped and if the dollar becomes overvalued from time to time 
vi*^-Ji-s is numennis currencies, there will be plenty of trouble In the 
internatiim»il field. This trouble can be greatly reduced by floating 
of the current ies tonierned, but it cannot be completely eliminated. 
Re^>eated devaluations of the dollar are bound to make more acute 
attempts on the part of ofticial dollar holders to diversify their reserves 
by shifting some of their dollars into other currencies. This dangerous 
development, which seems to have started already, cannot be dealt 
with by floating, But this is not an argument for the ♦idjustable peg. 
On the contrary, because it breeds more and more criseS/ the adjust- 
able peg system is apt to heighten the danger of instability by causing 
shifts of the ballast of c^fficial reserves in the hold of the international 
monetary ship. 

Th»* lU'rm.^n HuinU^-lMnk m it*^ .uinii.i! tvfHut lor l*»72, ifU»r a Ciirt»ful c%»im- 
iiutiiin whM capital icmtrols c^sn and iannot do, rt^aihc*** ihi** vonclufiion: 'The 
main 1c-H>n oi pa**t cxpcricmc i^ that in ca^o ef ^0nfl4^i'ni.c crk^a involving th^ 
dtWKir, in view of ihi? large dollar iMl^nvc** which can bi* !*hifted aroyndi the only 
vftVitivr Ji'tcn^* against unwanted inflow** tt^mporary setting fret* of the dollar 
i^Xih.ingt* rati*"- - that temporary floating, 

•^*Oiy ihv Uia/ilian v^|H'rivn4*». m'c liiorgtMi B, n«ngc*» ilnisiVV TnUtin^^ /V>?' 

frii*^, wHh an Intnuiuiiion by Gottfried Haberirr which di«icutivc<» the lc*»M^n of 
Ihi* tira/llian experiment for the indu^»trial iountrie** (VVa«fhington, D, C.^ A*ncr* 
uan I nterpriM* InNhtute. 1**7J). C3n the i ^^nadian ia*»e, n^e Paul Wonnatott Tlw 
Hihfftu^^ i\ui,uitiiu Diillttt ; Lxt'lhiuiic flvxtUiUfy ttnti Woiwhn}^ hitiviH^iuU'ua' 
^\V4uhingttm, D, L.i American i nterprivi* ln*»iitwU% \^71), 

It km\, ot MUir*»4', bv argued that the adoption of a general ^y*»tein of freely 
floating paritien would not r^^^Mlre large ofikial re«»4»rveH and would ther^'fore 
automaheally ehminate the danger in 4|(jeMion. But !»iiih a radical reform wrefy 
ii» mo-*! unlikely to materialize and. even if it did, the problemfi of official 
renervet. would remain during a long piitioii of tran^^ition* 
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!t would R0 beyond the ficojH* m tnsay devoted to analysing 
the international impliiation*^ of the American Inflation to dlfJcu!*!* the 
profHiHak thai have hcvn made to tope %vith the danger of official 
reserve !*hitts.^'* It inflation were iurlH?d in Ameriia, the danger of 
!»hiftH of dollar ret^erven would he dramatiiaiiy reduied if not entirely 
eliminated. 

Postscript: Dcvelopmenti tince Completion of This Paper* 

Since thifi paper was completed (late May 1973) exchange markets 
have remained troubled and confidence in the dollar has not been 
restored. The exchange value of the dollar against some major 
currencies h,is sharf?Iv dropped — especially the German mark and 
the Swiss ti;dni. On |une 29 the mark had to be appreciated again 
vis-a-vis the other currencies in the common float, this time by S.S 
jH^rcent, to f ir\ent it f^rom piercing the back of the "snake" and so 
demolishing the iommon float. The Swiss franc continued it$ inde- 
pendent float, but substantially followed the course of the mark. On 
July 2 the Austrian schilling was appreciated by 4.8 percent to neu- 
tralise the inflationary backwash of the German appreciation* The 
pound, the lira and the Canadian dollar continued their floats but 
stayed more or less with the dollar. From June 4 to July 6 the mark 
rose vis-^«vis the dollar by 15.41 percent, the Swiss franc by 12,62 
percent, and the French franc by 10.28 percent.'*^ 

It should be noted that these figures, which have been widely 
publicized, give a greatly exaggerated impression of the depreciation 
of the dollar since the beginning of the float or since May, Actually 
the value of the dollar has not much changed since March vivi-vis 
the great majority of currencies, !t has not declined in recent months 
against the currencies of l^ountries with which the Unital States does 
about three-quarters of its trade. Among these currencies are not only 

Let mc* m&'ntian, however, a propa^l by Vrofc^^r VViiiiam Fellner tiuit wmitd 
be lifipful in lhi« cenneclton. He recommended thai U.S, consider offcrinf 
io ofAciai hoyerii of delUr tHilance« abroad 'low interest securities carryinf a 
|Hircha«lng-powcr f^^tAntee/* (WiiU«m Feflner, ''The DolUr'f Place in the Inter* 
national System/' T^ie Icumai of EtottPtnic LiteraturCt American Economic Ai»o- 
ci4li9P, vol, X, no. J (September 1^2); dViilUbIc dl»o from American Enterprise 
InfctitutCi Washington, a AEI Reprint No, a.) 

'Tor the n's\, I hold that inflation ought to be destroyed." Paraphraiied from 
Marcuii Forcluii Calo, The Ceniior. 
♦ Written luiy IS, 

^^The Rfuft^ represent average buying and celling rate« at noon in New 
York. 
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^itifrling, the Ur,i, the Cah^dian dulbr and nuny other* of lesser im- 
f^orttince, lut abo the yen, Until July 13 the overall trade-m*ighted 
depreiiation %if the dollar against tHt»nly*one OECD countries has 
been 3.7 perient from March 30 and 4 {H^r^ent from May 4, 1073. 
What ha» happened f^ince May k best det^Tibed as a «harp apprecia- 
tion, viii«a*vif9 the dollar and moHt other currencies, of the mark, the 
franc and the Austrian schilling to a iesiier extent of the other 
currencies in the uimmon float. 

The lack of ionfidence in the dollar i*; not difficult to eiiplain In 
general terms. After two formal devaluations, the dollar's stability 
ih no longer taken for granted. This has induced many foreign dollar 
holders^ private ones as well a» some oHlcial institutions, to diversify 
their currency holdings by shifting part of their dollars into other 
currencies, es|Hvially the mark* It also has alerted many people to 
the need lo watch for symptoms of weakness in the dollar. The 
resurgence ot inflation in the United States and the debilitating effect 
of thr Watergate affair on the administration's ability to pursue a 
consistently vigorous anti-inHation polity and to resist impending 
pressures inm Congress and speiial Interests surely were two of the 
maior factors sparking the new ivave of speculation. Others were 
Germany s very energetic anti^^inOation measures and the strong show'* 
ing nf its balance of payments, which made the mark an obvious 
t:anaidate for appreciation. Because of the common float arrangement 
the mark pulls up other currencies.*** As explained above, any such 
speculation is bound to focus particularly on the dollar* 

^^^ThtTi* ha^ Kvn »i sharp iontr^**! bclwctMi tht- yi^n ^nJ the* mark, While the 
m^rk hi>«* ^^hiirpiy appwialcd, tht' ytm-ddiar vMv ha^ ch^ngvil JHIIe f»inic Ntarih* 
!»p4ii' diH»«* Hot ptTHiH ail ♦siijly«iis 4it tbi*i rimtarkabk' U4*vft*l0pmc^nt. But it may 
W mi'nlieiUHi th.il the Bfink af kpan ha* Uvn aWe lo reduce ll# dollar holding* 
by About $4 bliiion. Without ihi^ie liiierv^iitioii«« thi' yen would have depreciated 
nomcwhai and the dollar would be iorrei«poitdiiij5ly hiijher. The {iipat\ei«e iurnmt 
*iaount ^urplu«» h4*« tor thv time Ivin^ diMppv*sri*d« lapisn M^cmf* to have been 
impiHling r4w m«i(i*ri4h on 4 i;rand nalc. 

Th»«* trut* 4Miiy ex pu«»t. I do not t btm that I h*!**^ lorcnvn the rm»nt appre- 
f liition or thi' mark and other currencies or any ot the *»peclfte cti^ mentioned 
earlier in thi<j paper, I could easily give documentary evidence for thii^ statements 
|iut f could aNo prove* that the ^me 1^ true of the va^^t majority at economi^t^i, 
ofliclai a*« well a«* academic, working in the field of international finance, it 
one thin^ to demon«*lrat? that the fiyntcm of the adiu^tabte pi*g cri^nvprone, 
and an entirely different thing lo foreca#t with any aauracy the liming and 
inten«»ity of particular crins or wavi's ot **pi>culation, 

Thu^ once again the di«^uptive power of fi%ed exchange rali'ii in the obtience 
af a sufficient coordination of policies has been strikingly demonstrated. Before 
appreciating the mark on June 3P the Bundesbank had to buy DM 4 billions' 
worth of the other currencies In the common float in a futile attempt to keep 



100 



It it» true that, mva^un\l in term** of the coi\>uiwr piuc index, 
- : th^ Amerkan inflation haii^lven subntantiaUv less than the inflations 
in Ciermany, iiwit/erlanvl, )apan and el^iewherc. But the German 
export boiMii hai» not yet faltered and the market has learned that 
_ dltterential rate** ol inflation are not aUvay**. at leafit not in the short 
and medium run, u good j^uide tor e\ihangc rate developments. (The 
reasons are analyzed above, pages 91-92.) 

hophi^'tivated observers and speculators are j^rturbed by the 
failure ot U.i . monetary authorities to control the money supply- In 
l^7Z the rate ot monetary growth was at its highest level since ihe 
Korean War, percent. True, it was down 3.2 percent during the 
first quarter of 1^73, but it shot up to 10.3 fH?rcent during the second 
(annual rates). The attempt to substitute suppression o( symptoms 
0t inflation tor resolute elimination ot inflation's causers, to freeze and 
control prices instead ot' putting a firm rein on monetary growth and 
raising ta%es, din?*, not inspire confidence, The unanimous support 
of the DenuH ratii vau^us in the Senate for a "*^0-day free^ie on prices, 
profits, rents, w.iges and salaries, and consumer interest rates"— many 
even asked for a rollback of prices— and the inability of an embattled 
administration to stand up to such irrational and hy:»terical demands 
has made a deplorable impressions*^ So has the haphazard imposition 
of restrictions on the export of important commodities. 

U will be recalled that in 1^71 one of the main justifications for 
controls was that ''ei^ccss demand had been elintinated from the sys- 
tern" - presumably by monetary restraints. Thi, remaining inflation, 
it was said, was due to cost-push pressures and inflationary psychol- 
ogy, for which wage and price controls were the only cure. It was 
difficult to attach a precise meaning to the phrase ''excess demand 
has been eliminated," for neither the quantity of money <M) nor total 
5 r ^^pend^ (nominal Income, MV) had stopped growing/^ But what- 

thc mark in the make. True to form the German minister of finance vehemently 
^enieU any intention io appreciate only a few hourii More the decision to do #o 
2 W4fi annoMrtietl, He went out of hi** way to attack the "irrc«poniiible profei»^r#" 
" 41 ihe Institute in Kiel. Their tran«igrei»*ion hod bean to warn that the German 
anti*fnflation piiiivy could not succeed and would foiie Itu credibility *vlthottt 
i protection agam»»t inflationary influence* from abroad. 

If overwhelming majority of the Denwratie i»enatoni al*o voted for a large 
inin'aM? in the minimum wage— whiih in effett, a voie for more inflation and 
more unemployment, eHpeciaUy of underprivileged workerii (mch a^ teenager* 
and black**). 

^5«VVhal had bivn n^ueeied, though of courw? not eliminated, wa# proftff. It 
would have made more «renf^ to um; the Keyne«ian phrace that inflation wa« no 
longer a 'profit inflation," but an "income inflation" (cost inflation). 
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ever the advocates of conlrob originally had in mind, there seems to 
be general agmement that wage^push has not been the moving force 
in 1973. The new inflation is a demand inflation. ^Therefore the 
original justification for controls is no longer applicable.*^ The new 
price freeze was imposed at a most inopportune time and it caused 
most serious wastes and distortions almost immediately. 

It almost looks as if the administration had wanted to demon- 
strate the absurdity of a price freeze. In that it may have succeeded. 
The majority of the senators who had demanded a general freeze 
voted a few weeks later, when beef became scarce, to abolish the 
free2:e on beef prices. Moreover there is some evidence that the 
debacle of the American price freeze and control of 1973 served as a 
warning example to some foreign countries such as Germany which 
have not yet tried it themselves, (The 1971 freeze and Phase 11 may 
have had the opposite effect, because it was oversold as a great 
success, although in retrospect few would continue to make the 
exaggerated claims that were made earlier.) 

The disilIu«iionmcnt with controls is a very healthy development. 
But there is danger that it may go too far in one respect: Wage pres- 
sure by labor unions will again become the most serious stumbling 
block to regaining price stability. Much praise has been heaped on 
unions for their moderation. But workers' earnings are rising at an 
annual rate of 7 percent. This may be moderate under present 
inflation. But will unions accept a slower wage growth of, say^ 
3 to 4 percent — which is probably the maximum compatible with 
price stability? I doubt it. I am afraid that we shall soon be con- 
fronted again with the problem of wage push by monopolistic unions. 
Klonopolies require controls. The tragedy was that price controls were 
applied indiscriminately to a largely competitive economy. The 
debacle of this policy should not be allowed to compromise monopoly 
control. And labor unions are the most powerful monopolists. 

The 1973 fiurge in prices has made the International character 
of inflation more conspicuous than it was formerly. Monetary author- 
ities in most countries have seized the opportunity to plead innocence 
i^tnd to blame inflation on other countries ^nd on anonymous inter- 
4Tatjonai markets. Small and medium sized countries are Indeed, as 
we have seen, powerless to avoid world price trends unless they are 

It iii ftomtiime*. ^^id that wt» ^till havi? a rase of cDst'-infl«ition becau^ the 
^Uarp TiHQ in raw mat<?rial price** has fM^ed production cost**. But this nukes 
little ^ni^f $tnic mo^t raw material, feed»tufff> and foodfituiffi are traded in 
liighly i-Qmp^titivc int€?rnatlona! marki?t«. If the ivoridwide ^urge In demand for 
raw m^teria!<i h not a cas« ot demand infldtiony it is difficult to se« what would 
be one. 
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ready to fliMt. {And tvvn fUuting Jins not onsure inuiU'UiiUc *iuci€»55,} 
But kir viTV Kugtwountrics sikH as the United StaU*s, the scope tor 
^I4.iminj; othern Mvy limiteil. WiUmut the exce;.*iive munuUry 
expansion and large government detiul ui the domestic iom- 

ponent oi the U.S. intlation vvouid iMse been at least ntuch *imaller 
than it was, and the imported *.omponent, would alno have been 
smaller because it ib partly the ret^uit ot inilation previously exported 
trom the United Stales. 

As mentioned earlier a shift ot foreign oftivial dollar hold- 
ings into Cierman marks and possibly other currencies has been 
underway. 1 he CU'rman Bundesbank stated in its last .innual report 
that the mark has become the second largest reserve currency (but did 
not divulge the names of the countries involved). This type of port- 
folio readjustment by oftiwia! dollar holders may put pressure on the 
dollar loi a i4>nsiderable period; unless U.S. inflation is credibly 
curbis.! or an international agreement on ofJicial reserve holdings is 
reaihed. Readjustment of private currency holdings on the other 
hand wan he assiuned to run its course ijuickly, 

Ciiven these adverse taitors, the present system of widej^pread 
tloating surely has ^vorked much better than the tormer system of 
the adjust^ible peg would have. It is not hard to visualize what vvouid 
have happened under the earlier arriingements;: huge flows of dollars 
into C Germany, Switzerland, japan, and so forth; ministers of finance 
and presidents of central banks ruj^hing around from one emergency 
meeting to another; a rash of controls on the international movement 
of funds and eventually devaluations, upvaluaiions— and floats. 

This IS not to say, however, that the present situation is satis- 
factory. In particular there is almost general agreement — this time 
shared not only by oHicials, who have to profess optimism, but also 
by the great majority of independent experts— that the dollar is now 
..ujidervalued in the sense that, at current exchange rates, the United 
-iitates is likely to develop after some delay a large export surplus. 
In other words, it is widely believed that speculation against the 
dollar has gone too tar and that the current pessimism about the 
...dollar's future is excessive. 

It is argued in the body of this paper that occasional judictous 
management of a float by intervention in the exchange market need 
not deprive the float of its beneficial effect or signify a return to 
- the crisis-prone system of the adjustable peg, so long as such manage- 
ment stop*i short of rigid ^M?gging at a specific rate. I have argued 
elsewhere at greater length that situations may arise, especially when 
noneconomic, political factors are involved, where the speculators and 
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the markcu ;ire wrong.** In such case*? government intervention in 
the market — ihM is, countcr-speculaticn — b in order* 

There is reason to believe that we have such a situation today, 
in which ca^se the dollar should bv supfH>rted by official intervention in 
the market. From a technical standpoint it does not matter who 
intervenes, the United States selling gold and foreign exchange for 
dollars, or foreign central banks buying dollars. But since psychology 
and pohtics are heavily involved it is very important that interven- 
tion, if it takes place, be done with international agreement. These 
highly tmjH3rtant tactical problems can be discussal here only briefly. 

As far as the U.S. is concerned, it should use its gold stock which 
is quite large at the current free market price, to bring down the 
price? of gold and support the dollar.* ' The alternative — or supplement 
-^to gold *.ales would be to borrow marks and other currencies from 
the International Monetary Fund (IMF) or from foreign central banks. 
This course has been strongly urged by the Europeans. From the 
standpoint of impact on the exchange market, it comes to the same 
whether Germany buys dollars with marks or the United States 
borrows the marks to buy dollars. Moreover, both alternatives would 
cause the German money supply to expand, a consequence that would 
tend to counteract the anti-inflation policy of the Bundesbank* The 
economic difference, however, is that by borrowing foreign currencies 
abroad the United Stales in effect would give an exchange guarantee 
to the foreign central bank.^*^ But if we are sure that the dollar is 
undervalued and is likely to rise after the wave of adverse speculation 
has been broken or reversed, the exchange risk should be no serious 
deterrent, 

^^SiH' 'The C.i*»c A>;*iin*«l Cipit*il Omtro}** for B^lanvc of P*iymcnts RiM«*oiis" 
4 p*jfH»r pri»p4fi»d fur thi^ Ciwv.5 Conference* on Capital Moventeuti^ and Their 

-ri^imfrti}, jmv 1S*I&, 1^73 ito Ih» publijihcd). It i« argued there that these are 
i*xccpiion««! iasc^ itnd that it \h much ea<>ier to think of canc^ where the t^pecu- 
jators' fudgment about the "^tfcngth or wcaknc'i^^ of a currency was right and that 
of the »iuthorities wrong than of caH*s where the opposite waiJ true. But we 
lannot exclude the piifiiiibllity of waveii of esure^itive optlmiisJii. or. 43Ciii>lml«tm 
concerning the true value of a currency. 

♦"'ft h»is been sugge»iti»d that the U5. should sell large amoUf1t«» of go!d In 
the frtH' market even if no international agreement on such ^^ale^i could be 
feaUu'd, This would, however, not be advJMble for, as Profe*»*»or lellner has 
l^nnted out tu me, this ptOicy would run the risk that some foreign central bank«» 
might sri/r the opportunity to get rid of some of their dollar**. In that case 
veiling gold would mean throwing gold into a bottomless* pit. 

In case of borrowing from the fMf even a gold guarantee would be involved 
according to the Article** of Agreement. Thif* i*i another instance where recent 
4'vents hjve mad*' the Articles of Agreement obsolete. 
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INTERNATIONAL ASPECTS Of U*S. INFLATION 

One last word: it should be clear that even massive interventions 
would do no good in the absence of a firm anti-inflation policy that 
does not tinker with symptoms by imposing haphazard controls on 

l__ ^jprices and exports but goes to the root of the trouble by putting a 

: .tight rein on money supply and doing something decisive about the 
budget by reducing expenditures or raising taxes. 

After the last meeting of the Committee of Twenty of the Inter- 
national Monetary Fund, the ministers of finance expressed great 
optimism that agreement on reforming the international monetary 
system could be reached early next year and the reform be put into 
effect a year later. Details have not yet been divulged but several 
ministers have stated that the new system will again be based on 
semi fixed parities; exchange rates will be "stable but adjustable/' 
as the disingenuous phrase goes, 

Before abandoning fli;iting, the ministers would be well advised 
- to do their homework and curb inflation. The reason behind this 
advice is that fixed or semi-fixed exchange rates require close coordi- 
nation of monetary, fiscal and wage policies — or, expressed differently, 
mutually consistent rates of inflatv^n. (In other words, not "equal'' 
rates but "consistent" rates, meaning a little more inflation for some 
countries, a little less for others, according to circumstances.) It is 
"^^^^^^^ although by no means easy or certain, that the major 

_ cour.tries may achieve such a mutually consistent pattern, if the rates 
\rT\7: :of inflation are very low e%'ery where. For in that case no country 
would find itself saddled with a very high rate of Inflation. But it 
is practically inconceivable that there can be found such a mutually 
acceptable and consistent pattern, except perhaps among small groups 
, of countries, if inflation rates cluster as they do now around an 
& percent price rise or more per annum. 





WAGE STABILIZATION POUCY 
AND THE NIXON ADMINISTRATION 

Marten E^fcj/ 




TJiiri c^^iUf iipprihwhci^ tlic wa^c ^tabiliziitioft program of 
the Sixon iui)nini>tratio}t, frotn PJir^c I throu^^li Phnsc III, 
{VI of JhitiiVUil iwvuvv,' lhv<:,iiiuinf^ u^hich, in 

fiuiii iiti iccU iiVitcnt, reflects i experience gained in 
pfwioti^i A^neriean leajfe i^tabilizc ion pro^nvn^. Controls 
iue ^iven <onie crctiif for fJie conijiicrahle <loiedoxen in the 
uite of negotiated incrca^'^ under both the construction 
iuui !;enera! lenge stabilization prosrwm, but it h emfftta^ 
^iized tfiat i^ince the ^^tabiUzatiov program involved institu- 
tional well a^ ecofioniic goaU, it^ :^ucce^$ cannot be 
measured solely in terms of effeetiiH^uesf in reducing 
inflation. 

Introduction 



American cxpei^ience with wage stabiliijation policies — or more spe- 
dticaily, with wage re*^traints^, whether mandatory or voluntary — 
-h neither as recent nor at? limited a*i may be generally supposed. In 
fact. Phase I and Pha*;e II repret^ent the fourth time in thirty years 
iot: fifth, depending on how one counts) that the United States has 
A^adopted wme form of wage stabilization policy, or incomes policy, 
as it is now known, 

' Control designed to keep wages from rising too rapidly were 
fir«i{ u^^ed as a wartime measure. During World War 11 wage 
stabili/ation was administered by the National War Labor Board from 
October 1^42 through December 1*^45; the task of terminating these 
wartime controls was assigned to the NWLB's successor, the National 
Wage Stabili/Jtion Board, which ran from January 1^46 through 
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February 1947. During the Korean War, a Wage Stabilization Board 
_was e^ttablished, and it function^ 4vith v^ing cfkcUvcacsa hosx 
1950 until February l<^5i^ 

In 1962, voluntary wat;c-prue guidoposts were isiiucd by Pres- 
ident Kennedy'^! Council of Economic Advisers, largely asi a measure 
to prevint an anticipated expan^ison from becoming inflationary; 
they are t^enerally considered to have been abandoned after 1966, 
although the CEA continued to set forth guidepost policy up to 
January 19d9, when President Johnson's llnal Eavwmic Report was 
issued. 

Thus the general wage stabilisation program of the Nixon admin- 
istration, which began with the ninety-day freeise announced on 
August 15, 1971, and as of this writing is ahoxit to enter Phase IV, 
has not bet^n a venture into uncharted waters. On the contrary, many 
of the ba^it policies and mechanisms of wage stabilization, espturially 
under Phase II, reflected lessons learned from previous wage stabiliza- 
tion experience. 

Economic Stabilization Act of 1970« What may be considered the 

first step in the prei^ent stabilization program was taken in August 
1^70 when Congress, over the opposition of the President, passed 
the Economic Stabilization Act of 1970. This act gave the President 
the then unwanted "standby " authority to impose controls to stabilize 
prices, rents, wages, and salaries. But by February 1971 when the 
act was due to expire, the administration's position had shifted to 
the extent of announcing that it would "accept ' its renewal for two 
years. Rather ironically, it was little more than a month later, on 
March 29, 1071, that the administration resorted to this standby 
authority in order to establish the Construction Industry Stabilization 
Committee (CISC) and mandatory controls on wages in the construc- 
tion industry— the first of its wage control programs,^ 

In facn the Economic Stabilization Act of 1970, as amended 
from year to year, became tne basic legislation on which the whole 
stabilization program of the Nixon administration rested— from the 

for a history of wage stabUl/ation during World W^r !l and Kof04, sec 
Abfiihiim L, CUlow, iVa^c Dctcrmmafuvt Ihidcr Ni^thvuit Boarth {New York; 
rt'cntivr'H,ill. 1«>5.i). For a brief summary, sei* Milton Derber, ''Wage Stabiliza- 
tion: Then and Now. The Wage Stabilization rrogram in Hisiforlcoi Terjip^ctive/' 
' Liiluyr law limrml, August 107I, pp. 453-462. 

- {or twrther dt iaik on the origins of the CISC, 5iee Marten Ef*ley, "Wage** and 
Wage rolii'y, 1«H»2-I^7I/' in PMWp Cagan et al, Eaviomic Policy mut h^fltttion 
in thi* t^ixtici^ ^Washington, O, C: AmerUan fnterprisi' In^ititutc, 1072), pp. 
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Constructiun Industry Stabilization Committee on through Phases 1, 
ilJllanaiV, , 



.The Decision to Adopt General Wage Controb. Although it initiated 
wage iontrok in construition in March 1971, the Nixon administra- 
tion did not turn to livinnal wage controls until August. A variety of 
i'actorii contributed to this decitiion - a decision, it should be recalled, 
whiih seemed ail the more surprising because it was a complete 
reversal of the administration's iong-^tanding opposition to controls. 

Perhaps most obvious was the rising public pressure for controls, 
both from business and political leaders. This, in turn, reflected the 
fact that the policy of economic restraint, which had been the key- 
*;tone of the administration's initial effort for coping with inflation, 
had not only failed to produce any significant reduction in the rate 
of inflation, but had compounded the economic problem by provoking 
a rise in the unemployment rate from 3.5 percent in 1969 to 6.0 per- 
cent in the first half of 1^71. Thus the seasonally adjusted unemploy- 
ment rate was percent in July, no lower than it had been six 
months earlier; and it was expected to rise in August because of 
layoffs in the steel industry (the August unemployment rate subse- 
quently proved to be 6 A percent). Further evidence of the extent 
of slack in the etonomy was the fact that the capacity utilization 
rate in manufacturing, was down to 75.4 percent in the second 
quarter of l«^7l. 

After easing in the first quarter of 1971 to an annual rate of 
2.4 percent, the consumer price index had turned up again in the 
second quarter, rising at an annual rate of 6,0 percent in lune. 
Equally disconcerting was the 8.4 percent rise on an annual basis in 
wholesale industrial prices in July, the steepest increase since 
'August 

The wage picture did not offer much hope for an early reduction 
of cost pressures. First-year wage increases in collective bargaining 
settlements in manufacturing were S.7 percent versus 8,1 percent for 
-jtlie f ull year of 1970--al though in nonmanufacturing (excluding 
"construction) there was some easing, with average increases of 
11.9 percent as against 14.2 percent for the full year of 1970. And 
the principal measures of wage movements in the private nonfarm 
economy showed an acceleration in the first half of 1971? average 
hourly earnings rose 7.2 percent in the first six months of 1971 as 
against 5.3 percent for 1970, and compensation per man-hour rose 
8.4 percent compared to 6.8 percent for 1970. 
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But in 1962 when the Kennedy administration introduceii 
its wage-price guidelines, the critical factor in the decision appeared 
to involve international rather than domestic economic policy con- 
siderations. In trying to cope with an international monetary and 
balancC'of'payments crisis, the administration was convinced tliat 
bold action on the domestic front —in the form of the imposition of 
general wage and price controls — would "assure our trading partners 
of our intentions and provide the framework for a cooperative 
approach to the solution of international payments problems/'^ 

The combination of circumstances in Au^^ust l**?!, therefore, 
seemed particularly well-suited to the introduction of an incomes 
policy. The widespread public demand for such a policy ensured it^ 
acceptance, at least initially. The country was suffering from pre- 
cisely those ailments for which incomes {iHsiicy is designed to give 
relict^ (though not necessarily to cure): domestic price inflation, unem- 
ployment, and balance-of-payments problems. And last, but not 
least, till' substantial unemployment and slack in the economy pro- 
vided the economic setting in which an incomes policy would be 
most likely to succeed. 

Phase I: The Wage-Price Freeze 

Accordingly, the announcement of the New Economic Policy on 
August 15, 1971 included a ninety-day wage-price freeze as Phase I 
of a longer-run economic stabilization program. 

The adoption of the freeze as the initial stage of the stabilization 
policy seems to have been dictated by the need for a measure that 
could be imposed swiftly, before those affected by it could exploit the 
prospect of controls, and that would give the administration time to 
formulate a program better designed to meet long-run economic and 
equity needs - in short, to design what subsct^uently became Phase II 
of the economic stabilization program. It was also hoped, of course^ 
that the freeze would alter, or begin to alter, the public's expectations 
">vith respect to inflation. 

The newly created Cost of Living Council was to handle policy 
issues arising out of the implementation of the freeze. But since the 
freeze was only for ninety days, it was decided that exceptions and 
exemptions would be kept to a minimum. This left relatively few 
major policy issues to be decided. 

***See Kfi^fhmtic Report of flw rre$idtnf, 1972 (VV4$hingtoti, D. C,t U.S. Covrm- 
ment Printing Office, 1972), pp. 68-69. 
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As to wafiO!^ and salarict^, two oi the moi^t impoitant questions 
to amc during the trw/c concerned tli?ti?rr*:ii uwruaseii an«i rt?troiictive 
inirca^cH. The qtiestion deierroU Increase!* wage increases^ schcd* 
uled tu bt\ome cHciti\ t? Juiing the luv/e, under ihe tt^ais of collec- 
tive bargaining vontraitti voniiudc^i before the freeze— involved a 
conflict between the legal ^^idius o( contracts entered into in good 
taith and the principle of equity for nonunion workers^ who had no 
oppuslunity fur deferred wage increat^es. The decision was to avoid 
diiicrimination and incon».istency by freezing <?// wages?, regardless of 
the terms of existing contracts,* 

The issue with respect to retroactive increases was how to deal 
with contracts which had expired before the fim^/e but had been 
settli^d i^iuring the tree/e, with wage increases retroactive to the 
pre-free/e expiration date. Here, the Cost of Living Council agreed 
to permit retroactive payment of higher wages for %vork performed 
during the period between the contract expiration date and the 
beginning of the freeze (provided the parties could demonstrate that 
thev had not changed their bargaining positions to offset the impact 
uf the freeze), although retroactivity was not permitted for work 
performed during the freeze. The rationale for approving this limited 
retroactivity was that it would provide an incentive for reaching 
settlement in negotiations conducted during the freeze (the avoidance 
of strikes was an implicit goal of the stabilization program), and at 
the sam€ time prevent "loading'' the agreement to make up for the 
frceae/'^ 

Boih these decisions, it may be added, were hotly debated and 
modified when Phase 1 was replaced by Phase II — for organized labor, 
among others, had a fundamental stake in preserving the sanctity 
of contracts. 

Besides dealing with issues of policy with respect to Phase I, 
^he other major assignment of the Cost of Living Council duiing 
this period v\us the formulation of and preparation for Phase IL 

^Obfecfives* As finally developed. Phase !l was designed to meet not 
fust one but several objectives, some of which tended to come into 
conflict with each other* 

'•ScH- r.amof^ic Stahilizi^tion Proj^nim, Qtunti'rJy Report Cox^^ring the Period 
Augui^i IS Through December 3U l^Th Cost of Living Council (Waihingtcm, 
D, C.t U.S. Government Printing Office, mi), p, 6, 
«Ibid., pp. 7-». 
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The primary objective, of course, wa*; to bring inflation under 
control Accordingly, the interim target of Phase II was *'to reduce 
the rate of inflation by about half, to a rate c f 2 or 3 percent, by the 
end of 1972/' At the same time, however, it vas recognized that the 
program was not operating in a purely economic environment and 
that a variety of social, political and institutional factors had to be 
taken into consideration. So it was agreed that in addition to seeking 
to control inflation, the program must be fair and equitable, and 
should be designed to facilitate an "early'' return to the free market 
economy and to interfere as little as possible with the operation of 
''normal market mechanisms."*' This reflected a deteruMnation by 
the planners of Phase If to "prevent an undue strain on the institu** 
tions, contractual arrangements, and customary practices in the 
economy/'' As far as the labor market was concerned, it meant 
permitting the normal processes of collective bargaining to operate 
with only the minimum intervention necessary to meet the anli*- 
inflation objcu tivc, and it clearly meant restoring the legal status of 
collective bargaining contracts to the maximum degree possible.^ But 
the question of the precise point at which contractual obligations had 
to yield to the imperatives of wage stabilization remained to be 
resolved. 

The fact that Phase II had multiple objectives has at least one 
consequence that is often overlooked: its success or failure cannot be 
fudged in terms of Pay Board standards alone, but must also be 
measured against the other objectives involved. But more on this 
point later. 

Coverage* The general objectives outlined above led to the decision 
that Phase II should be mandatory rather than voluntary — and as 
comprehensive as possible to start with — both because the adminis^ 
iration believed that experience with voluntary wage-»price guidepostft 
under the Kennedy^Johnson administrations had been unsatisfactory^ 
and because it was feared that a voluntary program would be inter-* 
preted as the first move toward compulsory controls mtd would thus 
Aggravate anticipatory price and wage increases* 

As far as wages and salaries were concerned, two important 
general exemptions were announced by the Cost of Living Council 
before the Pay Board began to issue its general wage policies: wages 
below the federal minimum wage rate, and pay adjustments of 

Economic Report of the Pre^idt-ntt 1972, p. 
7 Economic Sfabitizafion Program, Quarterly Report^ p, 23. 
Economic Report of the President, 19?2, p. 
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i:i!4cr4l employees were 4!Xi*mpt f rum thi' iuntrol program, although 
-the adminifitration rci]uci$tcd that certain genf?ral pay lm-r«?a%^ for 
federal employees be postptmcJ in the interests* of i:onforniins to the 
genera! btanJards of Phabe 11. 

~ ~ Additional reductions in the voveragc ot Phatie U wage vontrok 
were subi^equently provided by the low-wage and the timall employer 
eii^emption!»» The low-wage exemption originated in the December 
1971 amendments ti- the Economic Stabilisation Act, which provided 
that "substandard" wagesi and wages of the "workin,j; poor" f^hould 
not be a^ubject to control. On January 2^, 1^72, the Coi»t of Living 
Council announced that wages below $1,^10 per hour would be con- 
5idered substandard. Six months later, it raised the eut-off figure to 
$2.75 per hour; subsequently, during Phase III, the figure was raised 
to $3.50 by congressional mandate The small employer e^cemption 
was issued on May I, 1972, when the Cost of Living Council decided 
that must fiisns with !»ixty w^mployees or lef^s should not be subject to 
wage controls (firms with annual sales of $100,000 or less had already 
been exempted from price controls). These two exemptions thus 
involved a progressive narrowing of the coverage of Phase II wage 
controls. At the end of the first year of Phase II, the Cost of Living 
Council estimated that ' roughly half of the work force" was exempted 
by the combination of the $2.75 low-wage standard and the small 
employer exemption.^' 

Adminiitrative Categories of Controls^ Early in the design of 
Phase II, it was decided that the program should concentrate on the 
largest economic units in the country. Indeed, this decision was 
hardly surprising, since it reflects the basic assumption of modern 
incomes policy, namely, that the success of controls depends upon 
festrkting or restraining the market power of big firms and big 
Unions.'** Accordingly, in Category I, wage increases involving 5,000 
or more workers (and price increases by firms with annual sales of 
^100 million or more) were subject to prenotification requirements — 
:that is, they had to be reported to and approved by the Pay Board 
dbefoie feeing put into effect; in Category II, increase* involving 1,000 
^^rkeri more had to be reported to the Pay Board; and in Cate* 

^*Src yupplt^mc'itt^l fiubmi««!on of Judge Cciirge H« Soldi, Chairman of the Fay 
8cdrd« in Price mtd lA'iig^ Conirol: An Ex^ahuUioti of Ci4frcnf PoUcief, Hearinff 
before the ^oinl Economic Committee, Conf^r^tt^ of the United StiitCfi^ pari I, 
NovemiTcr 1972, tt0. 

^^On this point ^fCt Uoyd Ulman And Robert h Flanagan, Wage Restraint: A 
Study 0f IncomeM PpUcy in WcBtcrn Europe (Berkeley ; University of California 
P«fs*, l^J), pp. 4-5, 
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Rory 111, those invulvinR lens than 1,000 workers wen? subject only 
to !i^H^t ihi^kn. Of tht^v three cdtei^orieji, Off gory 1 involved soiw 
to fH'rieni M employees, Otegcry II, another 7 percent; ^nd 
C4te);ory V\, the renwininfi S3 jHUient* 

The Jefmitioni* of Category 1 and II that is, wage increoiJ^s 
involving 5,000 employee** or more and 1,000 employeeti or more, 
mpeilively were not arbitrary numbers picked out of thin air* 
Rather, then' were <ilatibtical categories of long standing, and had 
luvn used by the Bureau of Labor Statistics (BLS) for many years in 
its analyses ot colleitive bargaining agreements. The decision to use 
the^e L ategories as thv basis for the wage control categories eliminated 
the need to reclassify BLS data and, at the same time^ ensured much- 
needed continuity of wage data between precontro! and control 
periods. 

The Pay Board. As the agency for administering the wage stabiiUa* 
tion as|n»its of Pha*»e II, a tripartite Pay Board was established, 
composed uf tiftcen members, five representing bur»iness, five orga- 
nized iaboi, and five the public, 

Trifhirtitt^ comiH)fition. Although the board's composition might 
appear to be an administrative detail, it has long been recognized, 
both here and abroad, that no stabilization program will work^ 
regardless of its substantive merits, unless it has the support of the 
major sectors of the it>mmunlty to whom it applies — in parttcubr, 
labor and management* And perhaps the most effective way to secure 
and retain such support is to give these sectors participation, through 
representatives, in establishing the policies to which they will be 
^*ubject. This fniint was explicitly recognized in the first report of the 
Economic Stabilization Program when it pointed out that: 

Economic decisions under the program would involve 
weighing the claims of participants In the economy and 
siHiety in relation to the implications of these decisions for 
the progress in reducing inflation that was desired by and 
lumeficial for all members in society. The participation of 
those representing major sectors of the economy and society 
was therefore built into the program to {bring to| bear on 
policy issues the expertise and interests of those affected by 
the operation of the program.*^ 

Furthermore, it is worth notin'g that the concept of a tripartite 
stabilization agency goes back to the National War Labor Board of 
World War II and to its immediate predecessor, the National Oefente 

» ' Lconcmk' Stabitiz^ition Proj^ram, Quarterly Report, p. 25» 
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Mediation Board. ^* In additiun, both of the wage stabiii/ation agencies 
lilnce thetv, the. National Wage Stabilti^ation Board (1445-1947) and 
the Wage StabiU/ation Board (l<?S0-l«?S3h wea' organised on a 
tripartite bai*i*i. Thu wage'-prii.c ^uide^H1^ts ot the Konncdy adminis- 
— ■ tratton were voluntary only, and no agency W4!» ever et^tablished to 
administer them in the formal sen«»e, although the Counvil of £eo« 
nomic Advisierit fell heir to the principal responsibility for them. 

Fundamentally^ thitr tripartite organisation reflects the fact — as 
Arnold Weber, a public member of the Pay Board, put it — that "the 
Pay Board has been established as a forum for national economic 
bargaining/*''* Viewed in this light, the determination of wage 
stabilisation policy is an ei^tension of collective bargaiiiing between 
labor and management at the firm level to bargaining among labor, 

management, the administration, and the Congress over the content 

„ — -^af national wage inslicy. 

Similarly, the "walkout" of the majority of the laboi members 
from the Pay Board, following the board's rejection of the long- 
shorem'*n% contract in March 1^72, may be seen as a strategic move 
in the overall bargaining between organized labor and the administra* 
tion; having participated in the Pay Board's deliberations until its 
. basiw policies were completed/^ the labor members felt they could 
^ . then leave the board without jeopardising their chance to atfect its 
^ policies and^ at the same time, put themselves in a position to require 
" - concessions from the administration to induce their return or renewed 
^^^;^rticipation in the policy making process. It is worth noting that 
the %valkout was used by both labor and management members of the 
Wage Stabilisation Board {l^SO-1^63): the labor members withdrew 
T in l^^Sl in protest against the board's wage policies (and returned 
'^^:^-^^:^^--j^g3^ three months later), while the industry members and the 
" 1^ chairman resigned in December 1952 In protest against Presi- 
^^^^^l^'dcM Tfuman's overruling a WSB decision.*^' 

-'^K::::::. ior a careful anaiy^lt^ of the triparHie vy^tem, W. tUiKin Chalmcrii, Milton 
^i^^^jyet\^f and VVilliam H. Mcrhi?r*on, a^ quolird in Citiow, Wage Ds^termifmHott 
P^ t- -Under ti^fiottal Sivr/fit, f. I2S. 

^^^^^^AmoW R. Weber, 'T^y Board Priihlemii, Seen From ln§idc/' Wati Bire0t 

'y^^^''' ''-"''^t0t'^ comparable analysis of the ''game" of government policy defermina- 
4ion/^ $o!omon Fabrioint, "The Problem of InfUtlon/' in National Bureau ol 
- Economic Re^arch, Im:., 52n4 Awmal Ri'port, September t97Z, pp, l$-t9, 

r.7C '* Prepared !»tatement of Judge Boldt in Price and Wa^e Coutrol; Ah Evaltuifion 

_ of Cufreuf Muic^, p. \0, 

;^r£ t^Seo Citlow Wage OefermimHoft Under N^tkmal BiMrd*, pp. I#4''l«5, IW. 

Si The chairman wa# Archibald Co%f now tpeciiil pro^^cutor for the Juntice Depart- 

rir^ iwmt in the Watergate caf«. 



Wa^^i* polkU'f^: thi' ^cfwrnl paxf ^fi^niiiini. The firnt iwlicy deci- 
sion of the Pav ik^^rU v%'4h to formulati* Itji general pay ^itandard^ the 
}!uiJt'line ftir n%ininflatiun4rv tniri^a^ien in wages and benefits. It waf^ 
M't a! ?.5 fH»ri.i»nt. a tigure ptcduated on the lonf^-teim trend inwrcajie 
in produi^tivitv of 3,0 percent per year for the U,S, economy as a 
whole, plufi an intreat^e of 2.5 percent |H»r year to vompengatc for 
the rate of price increase which the admini^itration had set as its goal 
for the first year of Phase IL In *ihort, the 5.5 j>ercenl general pay 
standard wan designed to permit mil compensation to rir^? in line with 
trend productivity* 

Thi» ^^ol wagi' guidejHist, in tontraj»t, made no allowance for 
rising prices. It %vas designed to permit nnnu^v wages, rather than 
null wages, to rise in parallel with pri^uctivity. The 1*^71 general 
pay standard may have been more equitable than the guideposts^ in 
that it afturded labor i^infii' protection against erosion of real wages 
<fuil j iottution if the price target were met), and thus it may have 
been nu^re m 4 eptahle to organized labor. 

The general pav standard was to be applicable to new labor 
agreements or, in nonunion situations, to existing pay practices* And 
in reviewing cases subject to the general pay standard, the board 
indicated that it would consider "ongoing collective bargaining and 
pay practices" and the equitable position of the employees involved^ 
including the impact of recent cost-of-living changes on their 
compensation, 

The general pay standard, it should be emphasized, applied to 
''units/' not to Individual en:nloyees; it was the standard for the 
permissible iunrnnc increase foi all employees covered by a collective 
bargaining agreement, or subject to a particular wage decision. But 
individual employes could rtveive increases in excess of the general 
standard, as long as their increases were ptfset by less-than-standard 
increases for other employees* 

The general standard was designed, of course, to be a general 
* 4*i//M.< on permissible average wage increases, not a floor. Nonetheless, 
the issuance of sui h a numerical standard has frequently been opposed 
precisely because it is feared that, at least so far as negotiated wages^ 
are concerned, it does become a floor, creating a situation in which 
no union leader is willing, or politically able, to settle for less. Another 
criticism is reflected in a February 1^73 statement by the Labor* 
Management Advisory Panel to the Cost of Living Council: "No single 
standard of wage settlement can be equally applicable at one time 
to all partieii in an economy so large, dccentralkiMl and dynamic/ 
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l\*d^v:t' ^un'/V.u's: iicfi'fu'ii iiflii }i'!nhh'tirc tficrcn^i'^'^. At the iiamc 
time as it Jt\ided on a general pay ntandard, the Pay Board was 
tiMted to grapple \vith issues hrst raised dining the freeze, namely, 
deteMfii wage inueas^s and it'troaUise wage ini reaves. 

Sime the tree/e was over, the objevtise ot minimal interterence 
in iv>lleiti\t' bargaining became a signiHiant consideration in policy 
decisions. As a result, in a rev'ersal from the Phase I polity on 
deterred increases, the legal status of eontracts took prcecdcnee 
ov**f frying to mainf.iin eLjuifv as between union and nonunion 
employees. The Pay Hoard ruled that deterred increases should be 
granted even though they exceeded the 5.3 percent general pay stan- 
dard, unless challenged by a party to the agreement, or by five or more 
members ot the board. It a deferred increase was challenged, the 
board would then determine whether or not it was "unreasonably 
inconsistent" with its criteria. The business members of the Pay 
Board subsecjuently indicated that they would challenge all deferred 
increases in excess ot 7 percent, and this 7 percent limit eventually 
became accepted board policy. 

The Council of Economic Advisers later estimated that it all 
known deferred increases scheduled for 1*'^72 were limited to 7 per- 
cent, or less it the contract in question called un it, deferred increaf^es 
would add "a little more than OA percent to the average rate of wage 
increase for 1*^72." In other words, assuming the general pay stan- 
dards were effective, it would bring the average increase in wages in 
the private sector to 5.o percent.'" 

But when it came to retroactivity, the Pay Board opened the 
door only part way. It ruled that retroactive increases for work 
pertormed during the freeze would be permitted only upon board 
approval on a case by case basis, and that it would approve retro- 
activity only if (1) prices had been raised in anticipation of wage 
increases, (2) if a contract made during the freeze succeeded one that 
expired before the freeze, and rf^^-oactivity was an established practice 
or had been .^grved to by the parties, or (3) severe inequities existed 
in the .-situation. 

These pay policies the general pay standards and the policies 
regarding deferred and retroactive increaL;e:« -were passed by a vote 
of ten to five, with the labor members dissenting. Afterward, 
AFL-CTO President Vleany charged that these policies (on retroactive 
increases) "have abrogated our contracts." As we shall see, liaving 

^' {'.ii'tioftiw RcpOft of thi' Prcytdcjii, 1^72, p. ^7. 

5" / i'ono^ntc 6it^}uUztUion Pro^riim, Quarterly Report, p. 73. 

''*\'fu» yofk Titfw>, November 9, 1^71. 
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taiU^d to win on the I\iy Board, labor subsequently prevailed in 
Con^res^^. 

l\'i?<i;t' policii'>: i\\i\'ptio)i>. Having enuniiated it** vjt'WiTi?/ pay 
standards, the Tas' Hoard then moved on to deal witli the problem 
ot exceptions those situations in whi^h wage increases in excess of 
the general standarwis would be permitted. Basically, three major 
categories o\ cNceptiiMis were approved (1) the tandem exception, 
involving relationships in which one or more agreements had his- 
torically been patternc ' on or followed a kev coPcvtive bargaining 
situation, so that their wages nu>\'ed in tandem with it; (2) the essen- 
tial emplovee exception, involving wage in^reat^es needed to attract 
labor in certain labor shortage situations; and (3) the catch-up 
exception; involving situations in which wage increases in the three 
preceding \ears had totaled less than 7 percent. The maximum 
permissible in*, reasc, under any exception, or combination of excep- 
tions, was 7 percent.'^" 

AlthiMigh these exceptions to the general pay standard resulted 
from the lurrcnt deusions ot the Pay board, it should be emphasized 
that tlu^y were not simplv ilie produit o\ political and economic 
pressures of the moment, however great those pressures may have 
been. On the i^ontrary, each ot these policies tollowed a precedent 
e^tabhshed b\ a prev'ious wage stabili/.ntion prognm. in recc^gni/ing 
that there had to be exceptions to its general pay standard to meet 
labor market needs, institutional needs, and considerations of ec]uity 
and fairness, the Pay Board was adhering to the basic concepts of 
established w.igc stabilization policy. 

As to the tandem exception, it has long been common in many 
industries tor collective bargaining agreements in one major firm 
or group of firms to set a pattern that is followed iloselv by other 
firm^ so that vvage and pay prox'isions m the latter quite literally 
moM' in tandem with those of the pattern-setter. But the cstab- 
lishnu'nt ot the freeze on August 13, I^'^7! !!uerfered with the 
c^peralion ot this relationship In a number oi industries. In steel, for 
exampie, agreemtMits were reached with the major steel companies in 
earlv August. But some of the smaller firms, which traditionally 
followed big steel by a matter of weeks, found their wages frozen 
and unable \o nun'e in accordance with theii tandem pattern. Once 
Phase II began, it seemed appropriate and ecjuitable to permit the 
steel con^.panii's caught in the freeze to raise wages by as much as 
7 percent to restore their traditi'Mial tandem with the big steel com- 
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panii^. St) that unitt>Tm pjltcin ot \\ji;t' inkiiMsCh in the steel 

Tile t.uulein lAveptuni was no\ v\\y^\n,)\\\- dcw^vA bv the 
Ihm! J. C iiumI \\.ir,<' Ui\;Lii.j: u'H IC r.nKlrin*^ w.v. tuif oi the nuiin 
pt^Ikies issiicd bv tin* \V,u;e Stabilization Hoard in 1^'>31/"' and it in 
turn i;re\v out i)l the pv^ht.u»s re^^ardini; interplant inequities developed 
by the National War l.abvM Board during World War li. 

1 he essential empknee exception permitted wage increases in 
i>t th*» .^;enerai pav standard where newess.iry to attract labor 
in areas ot labiM' shoitage. Because sUih a pi^likV contributes to 
ettet live alltnation ot labor, \i serves tlie public interest as much 
as It doev ihvit ot the parties dirciily insolved. Atcordingly, it was 
expliutlv stalled in the wage-price guidepost formula of l^o2, by the 
Wage Stabilization Iniard oi l^\SO (although rart?ly), and by the 
NauonjI War 1 aboi lioard lalihough indirectly)."""' 

'I he iatui-up exception '.vas designed to allow above-standard 
wage ini^reasfs ti? vvkukers who had fallen behind the pack in terms 
ol wage uureasi's, in uuler to bring tb.om as nearh' as possible into 
lin** n illi other empUn ees. T his cm option was defined specifically to 
apfih to kast's where pay inwrcases tvid aggregated less than 7 percent 
per vear tor tin* thrci' preceding vears and to allow whatever p jy 
ink rea^e was ne^essarv to bring their increases up to the 7 percent 
pi*' vear Hgure even if it exceeded 5.3 percent, This exception 
expired Wnember 14, 1^72, at the end of the first year of Phase 11. 

The kaiih-up exception %vas re^ogni/ed in both the vvage-piice 
guideposts and in Cieneral Wage Regulation o of the W^age Stabilisa- 
tion Bi^ard, whuh, as C'hainnan Cleorge Taylor of the W5B noted, 
meant sinipU' that "I aggards had to be permitted to 'catch up' with 
lP50's wage trends/' 

Parenthetically, it is interesting to note that the maximum 
deemed appropriate for the tatih-up was lu percent in 1950, as 
tompared to 7 rer^r:;! ia 1*^*72, 

In addition, there was the gross inequities exception. Although 
this was one ot the three major exceptions announced by the 
board on Dei ember 17, 1^'^71, the avoidance and correction of gross 
int^quities was a fundamental part of Board policy. What constiiUted 
gross inequities had to be developed on a case-by-case basis. 

St't' I">crlH'r, "\Va^;t' St^'jbilizjtion : Then and Now/' p. 450. 

--lor \hc^v ihtii' d^i's ^('i', rt'spe; ti\ Frorio^uu' Report of tJic Prc^uivnf, 1962, 
p. li^^^ and Gitluvv, l\'<r,<i* Dctct^ninaiion Under Kationul Bcnuds, pp. 20S and 

^'^Gitlovv, lV'<;.<4' Determination Undei \atiofuiJ Boiirdi^, p. 204, 
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The 1971 Amendments lo the Economic Stabilization Act. Since the 
sti3tutory basis for a>ntrols, the Economic Stabili/ation Act of 1970, 
was due to i?vpiiv at the end of April 1^72, the administration 
asked Con^;re-^s tor a i>ne-vtMr e\tenvion i^l the aU. On Deiem- 
bcr 22, l"^?!, the Congress approved renewal of the law until April 30, 
l^73>, but, in the process, it added five key amendments which 
substartialiy altered Pay Board policy and, as the administration 
complained, imposed some significant "constraints on the exercise 
(by the Administration) of authority under the Act." The amend- 
ments illustrate two import.^nt aspects of the policy-making process 
in the wage stabilization program. First, they provide congressional 
input to the design of the program, both with respect to its basic- 
goals and to its policies on specific issues. Second, they further 
illustrate the extent to which wage stabilization policies are the result 
ol bargaining among the parties involved. In this case, organized 
labor, having tailed to win approval of its case within the Pay Board 
(espeuallv with respect to retroactivity), turned to the Congress and 
seiiired by legislation what it could not gain through the executive 
branch of the governnjent. 

Since the two issues ot deferred and retroactive increases were 
perhaps the most controversial policy issues to face the wage stabili- 
zation authorities, both in Phase 1 and in the initial decisions of the 
Pay Board, it is not surprising that they were the subject of the first 
of the amendments to the Lconomic Stabilization Act, Indeed, the 
fact that so much attention had to be given these issues by the Cost 
of Living Council, the Pay Board and the Congress is a measure both 
of the impact of the freeze on the customary practices and institu- 
tions in the labor market and of the substantial efforts made to adjust 
and correct them. 

The five amendments mandated the following policies;**' 

1, Deferred int revises negotiated betorc the freeze and sched- 
uled to take ettect atter the freeze were to be paid, unless 
"unreasonably inconsistent" with Pay Board standards. 

2. Perhaps more important, deferred increases negotiated before 
the freeze and scheduled to take ettect during the freeze, but 
not paid because of the freeze, were now to be paid retro-' 
nrfix'cly, unless "unreasonably inconsistent" with the board's 
standards, I'rior to this amendment, increases foregone be- 
cause' of the freeze were permitted to be restored only 

-'■'Set' } ipnoniii- Rcri^rt of fhc ^ r^uicnf. 1^72, p. "^7'. lor the text of the nmcnd- 
mrnts, stH' I cono^nw ii^tabiliZiit i,>ii rtos^rtuu, Qiavtcrly Rvport, p. 145. 
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if approved by the !*ay Board, under any of three criteria; 
now, the burden was shifted, so that they would be paid 
imlefiii disapproved by the board. Further, if law or contracts 
e\i^4ting before Augut^t 15 h4id nulled for increases during the 
free/e, they were to be paid retroactively, regardless of Pay 
Board standards, if funds had been raised to cover them, 
prices advanced, or productivity increased. 

3, A variety of fringe benefits, such as employer contributions 
to pensions, group insurance and health plans, were ordered 
excluded from the definition of "wages and salaries" for 
control purposes, unless "unreasonably inconsistent" with 
the standards for wages, salaries and prices. In other words^ 
these so-called "qualified benefits" were not to be counted 
as part of a wage increase in calculating whether or not it 
was within the general pay standards or the official exceptions. 

As a result of this amendment, the Pay Board subse- 
quently established a 0.7 percent increase standard for these 
"qualified" benefits, so that instead of a 5.5 percent general 
pay standard, the general standard for total compensation 
became 6.2 percent - 5.5 percent plus 0.7 percent.^*^ In addi- 
tion, t.\^.eptions to the standard increase for qualified benefits 
allowed catch-ups in qualified benefits up to a maximum of 
1.5 percent, for a total of 2.2 percent, 

Taking all permissible exceptions together, a unit could 
be permitted total increases as high as 12 percent m a single 
control year (the administrative period involved). 

4. Individuals whose wages were "substandard" or who were 
"members of the working poor" were not subject to wage 
controls — until their earnings rose above the "substandard'' 
level or they were no longer a member of the "working poor/' 
Having stated this policy, however, the Congress thought- 
fully I'jft the definition of these terms to the Pay Board and 
the Cost of Living Council 

This assignment pioved to be a major problem for these 
agencies, The Cost of Lixing Council (rather than the Pay 
Board) firct established a wage rate of $1.90 an hour as the 
dividing line between "standard" and "substandard" wages 
i^lthough the Pay Board had previously rejected this figure 
as too low.'-'' But in July 3972, after a major union went to 

-*^5ee prepared statement of Judge Boldt in Price and Wage Control: An Evalu- 
ation of Current Policies, p. 14, 
27 Ibid., p. 9. 

2» New York Times, January 29, 1972. 
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court to challenge this ruling and won its case, the Cost of 
Living Council revised its low-wage standard to $2,75 an 
hour. And when the Economic Stabilization Act came up for 
itfi third renewal in April Congress set the low-wage 

standard at S3. 50 an hour, effective May 1, 1973, 

These successively higher low-wage exemptions did more than 
give aid and comfort to workers receiving substandard wages, for 
each increase narrowed the coverage of the economic stabilization 
program. After the Cost of Living Council raised the low-wage 
exemption to S2.75 an hour, the Pay Board estimated that at $2,75 
an hour about two-thirds, and at $3.50 an hour about half, of all 
nonsupervisory workers in the private nonfarm sector would remain 
subject to controls, although some had already been removed from 
controls because of being subject to the "small employer exemp- 
tion/' 

The Construction Industry Stabilization Committee. Because the 
Construction Industry Stabilization Committee, the Nixon adminis- 
tration's first experiment with wage controls, had been established 
nearly nine months prior to Phase II and had developed both policy 
and expertise with respect to the problems of the construction indus- 
try, the Pay Board in effect made CISC its agent for c»^:rying out 
stabilization policies in the construction industry. Subsequently, what 
amounted to a jurisdictional agreement between the two was reached, 
which gave the CISC control over ail union wages and the Pay Board 
control over nonunion wages in construction;^*' 

Furthermore, it was recognized that CISC wage policies need 
not be identical with those of the Pay Board, but should "conform 
as closely as the special conditions of the construction industry permit 
to those of the Pay Board." '*' Accordingly, unlike the Pay Board, 
CISC has never issued a general numerical pay standard for permis- 
sible wage increases, nor automatically approv.?d pay increases up to 
5,5 percent. Instead, it operates on an essentially case-by-case basis, 
on the theory that what constitutes a settlement meeting the require- 
ments of both equity and wage stabilization depends on the circum- 
stances of each case. 

Sec supplrmentai submisfiion of Judge Boldt in Price and Wa^c Cofttrol: 
F.Viiliuihon of Current PoUcira, p. ts>. 

I'iiy Board release, June 9, 1972» 

ii€C D. Quinn Mills, "Wage Stabili/ation hi the Construction Indu*itry: An 
Histprical Perspective," Labor Law lourml, Augubt 1072, p. 4d6. 



122 



VVACit STABILIZATION POUCY 



The Construction Industry Stabilization Committee approach to 
wage stabilization took on added significance after January 1, 1973, 
when I'hase H gave way to Phase 111 and lohn T Dunlop, who had 
been the vhairman ot CISC, became the director oi the Cost of l iving 
Council. From January 11, 1^^73, to June 8, 1<>73, when the President 
announced a new tree/e on prices and plans for Phase IV, no specific 
new wage guidepost for Phase 111 was announced. Yet despite fre- 
quent criticism, and despite the administration's eventual admission 
that Phase III had been generally unsuccessful, the one area in w^»^^ 
moderation was apparent was in collective bargaining settlements. 
Indeed, it was because of the relatively satisfactory performance of 
wages during Phase III that they were not included in the June 8 
freeze order. 

Other Special Situations. Special problems and special methods of 
dealing with them also existed in several other cases. 

fcdcrtil ^^orcrtimcnt cmploycoi. The wages and salaries of fed- 
eral employees were not subject to Pay Board regulations. Instead, 
the Federal Pay Agent (the administrative agency within the execu- 
tive branch) was to monitor federal pay to ensure consistency with 
the stabilization program, and the Cost of Living Council was to 
advise the President as to the consistency of federal pay decisions 
with the stabilization program. The reason for this seems clear 
enough. Shibilization efforts had previously been hurt by the ex- 
ample of federal pay increases taking effect when employees in the 
private sector were being asked or required -to forgo increases in 
the name of public interest- Some mechanism for avoiding a repeti- 
tion of such occurrences was clearly needed. 

In accordance with this policy, the President proposed as the 
equivalent of the wage freeze of August 15, a six-month deferral in 
the federal pay increase scheduled to take effect on January 1, 1972.''*" 
This proposal was announced on August 15 as part of the New 
Economic Policy. The Congress, however, refused to go along, and 
the pay increase became effective lanuary 1 as scheduled. '^'^ 

State and local government employees. Their pay was made sub- 
ject to Pay Board regulations, but advance notice of pay increases was 
waived; and if the governmenta u^it involved agreed to abide by 
Pay Board standards, it could report semiannually.*** In addition, a 
Committee of State and Local Government Cooperation was estab- 

F.conomic RcpK^rt cf thv Provident, 1972. p. 70. 
•^•Mbid., p. 71. 
'^^ Ibid., p. 92. 
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lit^hed to JlmI with siuh spcu.il pnU^li'ms of thi^ stHtor rctrcaL'tivo 
pay fur IlmJums ^vho^L' salaries were ivo/vn during the period 
August 13-No\enilH'r 14, I^^7I, aulomatik- wage progressions for tliesc 
empUnees, and tho need tor a scparaU* wage lategory for such 
pubhi employees. ' 

r.\i'iiifivc>. I. ate in December I^^71, the Pav Board announced its 
poliiifs as to e\eiuti\e and inienti\e iompensation not covered by 
colloitive bargaining agreements: basi<.ally such compensation \vas 
nnjuired to iiMit\>rm to the 3.3 perctr.l general pay standard. The 
board indicated that its policies, whiJi were based on recommenda- 
tions o\ a spcij^il iiimmUtee on executive Li)mpensation, represented 
the strongest kiMitro! ot ese^utive wages and salaries ever isiiued by 
the federal goveriunent/'*' 

}!L\i!th ^M'rv/t t' i)uiii<fry cniploxnw^. Tlie wage policies covering 
enifMovees m the health ser\ iie industries were formulated by the 
Health Services Industry Committee ot the Pay Board. Its wage 
subi tMninitti'e U'^iunmended adherence to the 3.5 percent general pay 
standard, t'\ie[>t ii>r Wi>rkers n^eiving k'ss than 52.00 per hour, who 
shi>uld be allowed in^ leases up to i> pert^ent.'* 

Pay Board Acliuim. At the end i^^ its first Near of operation, the Pay 
Board had completed action on over 10,000 car.e*:. Beginning with 
its carlv key cases on bituminous loal and the railroad signalmen 
(in whiih it awarded increases considerably above its general pay 
standard and was roundly iritici/ed for it), through the aerospace 
cases (when it first rejected a newly negotiated wage increase) and 
the long^luMemen's lase (wiiiih provoked four of the fi\'e labor mem- 
bers to walk i>tf), the board had to ionsider the particular circum- 
stanies ot eaih lasc befi>re it, determine which policy or combination 
of poliiies fri>m the complex of standards and exceptions outlined 
abnx'o vv.is appiiiable, and then judge how much of an increase was 
pi-rmissible. And the decision as to what wage increase should 
be permitted depended not onlv on the boarci's judgment in each 
partii^ular case, but on what criteria or combination of criteria the 
taits of the case met, This was a fimction, in part, of the composition 
4>f the pay package submitted for approval, which in turn might have 
been as much a product of previous negotiations as of the current 
one. L'nder thesf circumstances, it is impossible to judge how "strict" 

I n'fii^nju- iliZiiiuut /'m>,v:m?m;, Qn^inrtly f<r;n>>/, pp. {?)-^0. 
"' lAi^nofnii' Ri'ihvt t^f the ru'<idvftt, \^72, p. B}. 
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or lunv "tMsy" tho bcM\\ \\.\^ simply by how do^c it came to the 
5.5 pciicnt ^oiuM\il pay standard ot Phase 11. 

Phase 11! 

On lanuaiy 11, ^^^5, attiM stabilization otiiiials had spent a month 
won^iiiltini; with public ottiuals, * iwigressional leaders and repre- 
sentative*, of N irious interest groups, President NiNon announced 
the third phase oi the Lkonomiw Stabilization Program. 

Phase 111 involved a shih of' emphasis among anti-inflation 
weapons, with wage and priee controls being eased, and major 
reliance being placed on fistal policy and a tighter rein on federal 
spending. In addition, Phase 111 involved a shift from mandatory 
tontri)ls to sflf-regulation or, as the administration cxpresi^ed it, 
self-administration. lAcept in the construction, food, and health 
industries, whiJi remained under mandatory lontrols, prior approval 
of thangcs in wages nnd prices was no longer required. In general, 
compliance with noninflationary standards was to be voluntary, 
.ilthough the federal government retained the power -"the *^tick in 
the closet" as it came to be known -to restore mandatory controls 
as necessary to prevent serious breaches of the anti-inflation stan- 
dards. As far as wages were concerned, it was indicated that the 
general pay standards of Phase 11 would be the guides for voluntary 
compliance, pending a review and possible change by a newly created 
Labor-Management Advisory Committee. 

Both the Pay Board and the Price Commission were disbanded. 
Their functions were absorbed by the Cost of Living Council, under 
its new director, fohn Hunlop. 

Although the rising levels of economic activity in late 1^72 con- 
vinced many economists that controls designed for cost-push inflation 
were no longer appropriate. Phase 111 proved to be ill-timed, for it 
coincided with a renewed surge of inflation. The season.illy adju^^ted 
annua! rate of increase in the consumer price index, atter having been 
only 3.2 percent in the fourth quarter of 1^^72, reached 8.8 percent in 
the first quarter of 1^75, while the increase in the wholesale price index 
reached 2i.I percent. In both cases, these were the largest increases 
for any quarter since l^^Sl. Food prices — the major source of the rise 
in the CP! - rose at a seasonally adjusted annual rate of 29,8 percent, 
also the largest quarterly gain since 1^51. International reaction was 
severe, and provoked such a massive outflow of dollars that the 
secretary of the treasury announced a devaluation of the dollar on 
February 12, 1^73. The net ret^ult of this monetary crisis was that 
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the U.S. balantc-of-paymcnts position deteriorated sharply, with the 
deficit rising trom $1,5 billion in the fourth quarter of 1972 to 
S10.5 billion in the lirst quarter of 1<573. 

Net quite Jearly, ^vages wete not ,i si^;nitjiant foitor in the 
renewed sur>;e of inflation in the first half of l^^7i. In fact, their 
behavior is further evidence that the current inflation is the result 
of excess demand rather than of cost-push forces. Increases in col- 
leitive bargaining settlements in 1«"^73-1 were generally the smallest 
they had been in some time. Wage increases over the life of thj 
contract in that quarter were the smallest in four years — wages and 
benefits rose an average of 5.5 percent, and wages only, 4.5 percent. 
In the case of first-year adjustments the increase of 7.3 percent in 
wages and benefits was the same as that for the last quarter of 
l^^TZ, while in the lase of wages only, the 5.3 percent rise was the 
lowest in four years. 

In the prisate nonfarm sector, adjusted avcra,,e hourly earnings 
rose 3.0 ptTient in 1*^73-1, the second smallest gain since before the 
freeze in 1^^71-111. And svhile compensation per man-hour rose by 
10.5 perient in 1^^73 1, as compared to o.S percent in 1*572'IV its 
sudden surge svas due mainly to an increase in the employers' social 
security payroll ta^ rather than to private decisions. 

The 1^>73 Price Freeze and Phase IV 

As a consequence of their moderate behavior wages were not included 
when on June 13, 1^73, almost six months to the day after he had 
announced Phase 111, the President ordered a free/e on all prices 
exiept thc^se of u,iprocessed farm products at the farm and rents, as 
a prelude to Phase IV'. 

In many ways, the free/c of June 1*^73 resembled the freeze of 
August 1^71. In both cases, it was announced that the freeze was 
temporary, in order to give the administration time to design post- 
free/e controls; in both cases the free/e had been preceded by a 
balance-of-payments crisis, by unacceptably rapid increases in prices 
(though price increases were sharper in 1^73 than in 1971)/ and by 
a public clamor for stronger anti-inflation measures. 

But there were also significant differences in the circumstances 
prevailing at the introduction of the two freezes. In mid-1^71, there 
was considerable slack in the economy, as indicated by both an 
unemployment rate of 5.S percent in June 1971 and a capacity utili/a- 
tion rate of 75 percent in manufacturing in the June quarter of 1971. 
In 1973, on the other hand, the unemployment rate had leveled off 
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5.0 percent ^ur three months preteJing the tree/e, i2nd the economy 
was running at over 80 juTcent of capawity. There was still some 
slack, but it was less than existed when the Phase 1 free/c was 
introduied. 

When Phast* 1\' was announced on )uly I^, 1^7 the general 
wage and benefit gaidelines in ettett during Phase 11 and Phase III 
were continued, 

What Happened to Wages during Controls? 

Now that Phases I and II are completed, and (at this writing) 
Phase in is about to be succeeded by Phase IV, the obvious question 
is: what happened to wages during Phase 1 and Phase II? And while 
we can report more or less accurately the behavior of wages dttring 
Phase 1 and Phase 11, the extent to which that behavior w^as a result 
of controls is likely to be debated for some time to come, as was 
the cjuestii>n of whether wage-price guideposts were effective in 
reducing wages Irom l^ol to l^^oo. So we confine ourselves here to 
reporting ivhtit happened to wages during the first two phases of 
controls, without confronting^, the question of wlty they behaved as 
they did. 

Wages under Collective Bargaining. Of greatest interest, perhaps, is 
what happened to negotiated wages under controls. The size and 
continued acceleration of negotiated wage increases in the face of 
economic slowdown in 1P70 and 1971 were important factors in the 
decision to impose wage controls in 1971 (whereas the fact that 
negotiated wages were generally rising more and more slowly doubt- 
less influenced the decision to exempt wages from the freeze an- 
nounced june 13, 1973), 

If we use 1^71-111 as our base we get a measure of change for 
the period most nearly corresponding to Phase II — although it may 
tend to overstate the apparent success of controls, since wage in- 
creases in 1971-111 were considerably above the previous trend. In 
1^72-IV', at what was virtually the end of Phase 11, BLS data show 
that first-year adjustments in negotiated wages for all industries were 
slightly less than half what they had been in 1971-111 {Table 1), This 
is true for first-year adjustments of both wages alone, which fell from 

The material in thi^ ^ccihm largely a revi«»ion of material and data in my 
"Wage Policy in Pha**e II: A Preliminary Appraisal/' Prarocdin^^ of the 2Sth 
Annual Meetmg of the lndu*itrial Relations Research A«»*»0ciation, 1972, pp. 15-22, 
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13.5 pt'iit'ni lo tv4 pvtirnt, jiiJ vvj>;t's ,uui Ivnotils, whiih imsuJ from 
15.0 ptMifnt to 7.3 pcncnt. 

It on \hv other ban J wo u^v tho prc-troe/e qiuirter of 1*^71-11 
•ts till' Imnc, it ni»iv uiuliMst^iti' tlu* iinp,ui ot ionirols, biHinist' it 
ignore^ tho pcjlv ijiuutrr ot l'^7l-lll. Hero wo linwl tlut by 1^>72'1V, 
tirt^t-yoar adjustments wore roughly one-thirj less than they had been 
in I'^'^ri-II. lirst-year adjustments in wafies alone were down from 
10.4 perwent to o.4 periont, and in wa^es and benefits, down from 
II ^ pei'.eni lo 7 3 peiienl 

But whether we measure the ihanj;es frcMn !^'>71-I1 or 1^71-111, 
it is ilcar that during Phase 1 and Phase II there was a substantial 
reduction in the rate ot increase ot negotiated wa^es. While the si/e 
of negotiated adjustments mi reaseJ in 1*^73-11, the seumd quarter of 
I^hase 11, it i . foi^ early to know whether this marks the beginning of 
an ai^eleration in negotiated wage mireases. 

It is interesting to note that except in construction, first-year 
adjustments in union settlements (both wages only and benefits) lack 
the post-free/e bubble" evident in both average hourly earnings 
and in compensation per man-hour data. Thus, after nsmg in 
1^71-111, the quarter in which general wage controls were introduced, 
first-year wage adjustments dejined for three consecutive quarters, 
rose slightly in and declined again in 1^7''-IV. And although 

first-veMr ionstruition iontraits rose by l^^.O percent in 1^72-], only 
32,000 workers were involved and their impact on overall collective 
bargaining data was negb^'ible. 

No evaluation ot the behavior of negotiated wages under control 
is complete, ot course, without considering the special case of con- 
struction. This industry has been subject to wage controls longer 
than other industries and, prior to controls, had recorded the most 
rapid rate of wage inirean* of any unionized industry. In 1^72-1 V, 
first-year wage adjustments m major constiuction contracts , were 
4.3 perien^ ro j^hly one-third what they h.id been in 1<^71-'11I, and 
approximately one-quarter of their ISO percent average in 1971-1, 
just prior to the establishment of the Construction Industry Stabilisa- 
tion Committee. 

What is perhap«i more significant cihout the construction industry 
stabilization program, however, is that since Its inception we have 
moved from a situation in which major construction settlements 
raitiiui the average si/e of nil major collective bargaining settlements 
to one in which their etiect is to lower that average. Thus in 1970, 
first-year wage adjustments in major construction agreements not 
only reached a level nearly double those in all other industries — in 
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Chart 1 

WAGE CHANGES 

(quarter to quarter) 
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Negotiated first-year 
adjustments, wages only 



Adjusted average hourly earnings, 
private nonfarm economy 
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1^70-111, lonstruttion settlements averaged 21.3 percent and all 
other industries, JO.S percent but raised the all-industry average 
for the full year 1^70 from 10.9 percent to 11.9 pf*rcent, or by 
roughly nine percent. In 1^'72-lV, on the other hand, after twenty-one 
month*^ under controls, first-year construction settlements averaged 
4.3 percent, tomparcd to an average of t>.4 percent for all industries. 

General Wage Changes in the Private Nonfarm Sector. General wage 
behavior in the piivaf^' nonfarm st-clor during Phase*^ I and II was 
quite different from that of negotiated wages. Since the rate of 
iniiease of both average hourly compensation and average hourly 
earnings declined in 1^71-111, one quarter before the slowdown in 
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ncgotiatcu wjgc incrcabCb, tl^/ir changes during iontrols are less pro- 
nounced. Thus the rate of increase of average hourly compensation 
in 1P72-1V was only 20 percent less than it had been in 1971-11, while 
average hourly earnings rose slightly more in 1*572-1 V than in either 
197M1 or 1^>71-111. 

By the end of Phase 11. after seventeen months of controls, there 
had been a substantially greater decline in the size of increases in 
negotiated wages than of increases in average hourly compensation, 
while increases in average hourly earnings had remained virtually 
unchanged. While this may mean that controls had more impact on 
negotiated wages than on wage changes generally, it may also reflect 
the fact that union wages, as usual, are slower to respond to changing 
economic circumstances than other compensation, and that the rise in 
average hviurly compensation and in average hourly earnings in the 
last half and the last quarter of 1^72, respectively, reflects their 
quicker response to expanding economic activity. 

Pay Board Data. If the BLS data give us the best measures of the 
rate at which wages are changing, the Pay Board data provide a 
snapshot of a considerably broader area than the BLS measures of 
major collective bargaining settlements. In particular, the Pay Board's 
figures cover both union and nonunion settlements, and increases in 
some portions of the public sector (notably public education) as well 
as the private sector. By the end of Phase 11, on January 11, 1973, 
the budrd had approved pay packages in Category I and Category 11 
cases involving 23,119,000 employees, of whom 51.4 percent were 
under collective bargaining and 48.6 percent nonunion/*'* 

Union scftlcmcntB. The Pay Board reports that between Novem- 
ber 14, 1971, and January 11, 1973, the average of approved first-year 
increaow'^s in union cases involving 1,000 workers or more was 6.9 per- 
cent and the average of deferred increases was 5.6 percent, for a 
weighted average of 5.9 percent. This compares with the weighted 
average for all Pay Board cases during this period of 5.3 percent. 
In addition, the Construction Industry Stabilization Committee re- 
ports that, in construction, the average of approved first-year in- 
creases from November 14, 1971, to December 31, 1972, was 5.9 per- 
cent, and of deferred increases, 5.5 percent — in both cases, smaller 
percentage increaFes than the Pay Board average for all union 
situations.^'' 

All Pay Bo*ird data from Lamotruc Stabilizatiop^ Program, Quarterly Report, 
Covering the Period October 1, 1972, Through January 10, 1973, Cost of Living 
Council (Washington, D, C: U.S. C;jvernment Printing Office, 1973), p. 4i. 
^**CI5C Vt^^s Release, June 11, 1973. 
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\LVju}jio}i ficttli'iucfiti^. In nonunion cases, as one might expect 
the average increase approved by the Pay Board was considerably 
less than in union cases. The combined average for new and deferred 
increases was 4.7 percent. 

Wagen, Productivity and Unit Labor Costs. During the period of 
controls, the rate of wage increase has slowed significantly, partic- 
ularly for negotiated intreases. But when it comes to cutting labor 
LOsts, etteLtive wage restraint is only one blade of the scissors — ^the 
other is productivity growth. Both are irucial to the fight on inflation. 
It is significant, therefore, that following two years of little produc- 
tivity growth in l^o^ and 1^70, productivity gains ir 1971 and 1972 
have been substantia!, rising above the 3.0 percent long-term growth 
rate in both the total private economy and the private nonfarm 
seitor. In 1^>7I, output per man-hour / the private nonfarm economy 

up 3.0 percent from the previous year, as against 0 6 percent in 
1^">70 and in I ^^72, it rose 4.7 percent. 

This sharp productivity gain, combined with an easing in the 
growth ot LtMnpensjtion per man-hour, resulted in an almost 50 per- 
cent reduction in the rate of gain in unit labor corts in the private 
nonfarm seLtor, from o.o percent in 1^70 to 3.4 percent in 1^71. 
And in I ^^72, unit labor costs in the private nonfarm sector not only 
stopped rising, bu* actually declined in the second and third quarters, 
with the net result that for IP72 as a whole, unit labor costs rose 
only 1.7 percent, the smallest rise since 1965. It is worth noting that 
a larger part of this improvement in unit labor costs has been due 
to acceleration in productivity than to deceleration of compensation. 

But past experience suggests that the current rate of productivity 
growth cannot be sustained, and that a slowdown from the present 
high rates of growth may be expected in 1973, and along with it 
sOHM* rise in unit labor costs In fact, in U'>73-1I, the rate of produc- 
tivitv actually dei lined by 0.3 percent, and unit labor costs were up 
3.^> pericnt. When productivity eases, resliaint on the rate of in- 
ireasf in Lompensation will become more rather than less critical if 
intlatjonary pressures on the cost side are to be controlled. 

Conclusion 

The apparent success of Phase 11 wage and price controls posed 
a dilemma tor the administration. Although the sloAvdown in wage 
and price inc reases was a welcome move toward its goal of bringing 
inflatii^n under control, the popular belief that it resulted from con- 
trols was disconcerting to an administration philosophically opposed 
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to controls *ind oagor to end them as soon as possible. And if Phase II 
contributed to the belief that controls "worked/' surely the belief was 
reinforced when the relaxation of controls in Phase III was accom- 
panied bv a renewed acceleration of prices and by the decision to 
return to tou^;her controls in Phase \\\ Whether the public thus 
learned "all the wrong lessons/' as the Street lourtial main- 

tained, is another question/^ but there is little doubt that these were 
the lessons learned. 

Quite aside from this dilemma, the problem of trying to evaluate 
how successful wage controls were during Phase 1 and Phase II is 
complicated by a variety of factors. First, it should be recognized 
that in fact there have been two wage stabilization programs — one 
for the construction industry and the other for the rest of the econ- 
omy. Although they are related both administiativcly and by a 
sub' taniial area of common policy, there are distinct differences in 
their approach and pc^licv lor wage stabilization, as we have shown,*' 

Second, it is clear that there was a considerable slowdown in 
the rate of fie^eiiiUeJ wage increases under boti. ihe construction and 
the general wage stabilization programs (though the picture is less 
clear so far as overall wages are concerned). One must admit, how- 
ever, that it is impossible to be certain how much of this slowdown, 
if any, was due to controls. Yet we concur with the judgment of the 
Council of Economic Advisers that "it is probable that the controls 
did reduce the rate of inflation/' *^ 

Finally, it must be remembered that although the primary goal of 
wage stabilization was to combat inflation, the program also sought 
to maintain equity and fairness and to minimize disruption to "nor- 
mal market mechanisms'' such as collective bargaining. There are no 
statistical measures of the effectiveness of the wage stabilization pro- 
gram in maintaining or protecting equities or in preserving the free 
collective bargaining process, and no standard against which to 
measure eHectivcness, 

All of which serves to emphasize again that wage stabilization 

ih a form nf national economic bargaining and that it is therefore 

an exercise in pplitical ecofiomy, rather than in economics, per se. 

Accordingly, its effectiveness can never be measured in terms of its 

economic impact alone. Eventually it must be judged in qualitative 

as well as in quantitative terms. At this time, we arc too close to the 

events—indeed, they are still taking place— to make such a judgment. 

That judgment must await another day. 

Willi SttcH iLmnuiL April 9, mS, 
See pp. 122-123. 
* Lci-inomic Rvport of tfw Prc^uicuf, 1973, p. 
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EMPLOYMENT GOALS AND 
MONETARY-FISCAL OVEREXPANSION 



This study discusses fJic question of rcnlisfic employment- 
rate tar^^cts; the nature of the inflationary instability that 
developed in the second half of the sixties when the econ- 
omy xcas driveti to unsustainable kiK^ls; the importance of 
avoiding a repetition of that experience oiur an extended 
period; the difficulties arisinf^ from the fact that by now — 
only about tuyo years after the recession of 1970 — xue have 
already experienced a short period of overheating ivhich 
coincided ivith further complications originating in the 
raw-materials sector; and the problem of policy measures 
available for preventing a prolongation of this imbalance 
and for thus avoiding a severe recession, even at the risk 
of a minor setback. 

Note on the Price Freeze Announced after Completion of the Study 

On June 13, 1973. President Nixon announced a price freeze lasting 
up to sixty days, with a "Phase IV" control program for the subse- 
quent period to be worked out in the interim. This study was 
completed prior to that announcement. As the reader will see, I have 
argued that any attempt to deal with the inflation problem in this 
fashion would be quite ill-advised. Even prior to June 13, we all were 
aware that in some circles the step that has now been taken was 
regarded as "good politics" — even though those holding this view 
would have had a hard time refuting the proposition that trying to 
cope with an excess-demand situation in this way is "bad economics/' 
I find it difficult to imagine that the step will not also prove to be 
''bad politics." 



William Fellner 
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In U>72 the cionomii policies that determine subsequent aggre- 
^,*itc demand were nuuh too expansionary, and a number of special 
suppIy-Hmiting factors became significant. If the basic demand- 
supplv di^crep,incy alUnveJ to ^ontinu» then price-control measures 
purporting to be "anti-inflationarv" can do no more than to suppress 
sy?M;?fonKs; and to do cviii f/ns effectively, such measures would have 
to be enforced ruthlessly and supplemented by a system of jllocation? 
and rationing for which both public opinion and the administrative 
apparatus are wholly unprepared. It is fortunate that they should be 
unprepared, because perpetuating shortages and rigidifying an econ- 
omy bv prite controls and rationing can hardly be considered a desir- 
able objective. If, on the other hand, policy makers will adopt the 
necessary measures for moderating the increase in demand and for 
promoting the increase in supply, then it is essential that they should 
allow changes in the price structure, as determined by market forces, 
to guide the recjuired output adjustments. In one's more optimistic 
moments, one van only remind oneself that the authorities are not yet 
committed to any large-scale interference with the price structure 
beyond a very limited period. 

Overexpansion combined with aitempts to treat the resulting 
malady by outlawing its symptoms is a dangerous course. Unfortu- 
nately the number uf those who see this clearly and also have the 
courage of their cc^nvictions has proved disappointingly small. The 
reader will notice that when my study was written there was reason 
to fear such a regrettable outcome, but not to take it for granted. 
However, the study calls for no modification because the basic prob- 
lems remain those to which the following pages are addressed. 

Overview 

Employment-Rale Targets and the Speed of Approaching Them. In 

my earlier studies in the present series I argued that the prospect of 
keeping the Ameriw.^n rate of inflation low during the coming years — 
indeed the prospect of preventing a renewed significant acceleration 
of inflation—would depend largely on whether expansionary mone- 
tary and fiscal policy t'toppai <^hort of reducing our overall unem- 
ployment rate below about 5 percent. I argued that expansionary 
policies are unsuitable means of dealing with hardship cases remain- 
ing at the 5 percent unemployment level. This would have been the 
case even aside from the specific problem of primary product prices 
which has recently started to become disturbing. In actual fact, 
specific difficulties originating on the supply side of raw material 
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markets, as well as capacity shortages, have recently led to a renewed 
flare-up of inflation esen betore our unemployment rate would have 
declined below 5 percent. But at 3 percent we would have been very 
near the danger /one in any e\ ent. 

When the overall unempkn'inent rate as estimated by conven- 
tional American method^ is in the neighborhood of 5 percent, the 
labor market ^or ma)or specific categories ot workers becomes dis- 
ttn*.tly tight and, although other categories of workers still have high 
unemployment rates, this problem cannot be soh'ed by "pumping up" 
the economy further. The data 1 used in my earlier studies strongly 
pointed in this direction, and so do the more recent data, all of which 
suggest also that shifts in the composition of the labor force have 
played a large role in changing the nature of the employment policy 
problem since the nineteen-fifties. Some of our policy makers surely 
realize this, How many ot them believe that, given the political 
pressures, thev ian attord to be guided by this insight is a question 
about which 1 am less clear. The answer cannot be found in their 
statements because lor a responsible person in public life it is even 
more difficult to state openly that he is guided by such an insight 
than to be guided by it in fnct. Whenever a political personality has 
touched on this subject he has been sharply criticized for "redefining" 
full employment instead of getting us there. Some at least have stood 
up well under the pressure, but nevertheless by the late part of 1972 
far too much expansionary momentum had been built into the econ- 
omy. Up to the recent significant intensification of inflationary pres- 
surcN expansionary monetary and fiscal policy were directed at more 
ambitious goals than those consistent with the analysis to be pre- 
sented here. 

There is reason to believe that the emphasis deserves to be placed 
on the height of employment-rate targets, not simply on how rapidly 
or how slowly we approach them. Sometimes it is suggested that 
when labor market tightness at low unemployment rates (high 
employment rates) appears to result from an insufficient supply of 
workers in highly demanded worker categories, the true reason for 
the observed symptoms is not the low level of unemployment, but 
its rate of decline. According to this argument, which I find uncon- 
vincing, a too rapid decline in the unemployment rate — for example, 
the decline of 0,9 percentage points from December 1964 to Decem- 
ber 1965 and again in a later twelve-month period — may overstrain 
the adaptability of the system whereas a slower decline would not. 
It is quite true that rates of change and adaptability play a large role 
in the maintenance or loss of balance, because excess capacities cannot 
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be coordinated and put in working condition overnight. But fhc 
orders of magnitude greatly weaken any analogous reasoning when it 
becomes focused on the wage-raising effect of mtensified competition 
for labor. 

This is so because, during the inflationary years with which we 
shall be concerned, the periods of rapidly declining unemployment 
were periods in which the civilian labor force would have increased 
by at least 2 percent a year even with a smaller decline of unemploy- 
ment. During 1^65, the year of the sixties when inflation started 
accelerating, man-hour input in the private economy rose by slightly 
over 3 percent. It might have increased by, say, 2^ 2 percent, if the 
unemployment rate had declined by less than the observed 0.9 per- 
cent. Now, it is quite true that in this hypothetical case the demand 
for labor would have been smaller in l9o5 and the wage increases — 
which for some time were registering tightness particularly for non- 
union workers — would have been less pronounced. But if that one- 
half penentage point increase in labor input which thus would not 
have taken place in 1^05 had been postponed and added on to the 
increase of the next period — that is, if the decrease of unemployment 
had been spread in this fashion — then subsequently the competition 
of employers for workers would have been even more intense than 
was actually the case. Therefore wages would subsequently have 
risen even faster than they actually did (though from a lower base). 
It is unclear why such a course of events would have diminished, 
rather than merely poBtpotuui, the full wage-raising effect of labor- 
market tightness — except on the assumption that the need to hire 
much additional labor in a hurry prevents proper exploration of the 
labor market and hence leads to an irreversible overpayment of 
workeis. It would be farfetched to build heavily on this latter 
assumption when it comes to comparing a 2Vz percent a year increase 
in labor input with a 3 percent increase. What mattered in the labor 
market conditions typified by 1965 was primarily the limited avail- 
ability of various kinds of labor, not the greater wage-raising effect 
of more awkward hiring practices when during a twelve-month span 
about 3 percent was added to the labor input instead of about 2V2 
percent, 

Recent Raw Materia! Shortages. Yet with respect to the past few 
quarters and the immediate future, it is necessary to pay attention 
not merely to what would be ovcrcxfuvuicd demand even under 
normal conditions, but also to another problem. After all, during 
1972 we were merely approaching the 5 percent unemployment rale 
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from above, and policy makers can rightly point to a favorable general 
consumer price record for that year. Another problem developed as 
a result of factors affecting the d^upply ^'uic of commodity markets, 
and manifesting themselves in rapidly rising raw material prices, 
particularly the steep rise in the prices of farm products. During the 
year 1972 these pressures showed up to a significant extent only in 
the tarm-products and raw-materials components of the wholesale 
price index. Subsequently they started showing up dramatically in 
the general wholesale index and the consumer price index, too, both 
of which rose exceedingly steeply in the first quarter of 1973. 

The assumption seems justified that, other things equal, much 
the greater part of these price increases would merely create a 
temporary complication, with a more lasting effect developing mainly 
from the rising prices of raw materials needed for the production of 
energy. Other things equal, most of the difficulty would be tempo- 
rary, partly because recent crop failures abroad, particularly in the 
U.5.S.R., have led to i'xccpfiomdl}^ large American grain exports, and 
partly because constructive measureb have been taken to increase 
American farm acreages, to relax various import restrictions and to 
make it more difficult and more expensive to keep large inventories 
of certain farm products. Furthermore, the depreciation in the value 
of the dollar is apt to express itself in a greater short-run than long- 
run increase in the domestic price level. However, if by the temporary 
problem we mean major increases in the cost of living induced by 
factors affecting the supply of raw materials, then this problem is 
apt to last, in any event, into the second half of 1973. The danger 
is that otherwise "temporary" steep price increases that nevertheless 
last for a good many months may become built into current cost 
trends — particularly into wage trends. If this happens on a major 
scale, an otherwise temporary effect might well become long-lasting. 
In this case "other things" would not remain equal in the sense 
implied above. 

Direct Controls. Whether wage and price controls were effective at 
the low employment rates prevailing in 1971 and during much of 
1972 will always remain a controversial question. A persuasive case 
can be made for stressing market forces rather than the controls to 
explain the flattening of price trends that occurred at that time. But 
whatever the uncertainties of diagnosis may be for that period — a 
period with significant slack in the economy — it would surely be a 
mistake to expect good results from direct controls for moderating 
the demand pressures we are facing in the present phase of expansion. 
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So far we have gone through a three-month period of price and wage 
freeze (Phase 1 beginning on August 15, 1^71), then through a longer 
period witn extensive and arbitrary interferences in the price structure 
(Phase 11 lasting until January 1^73),' and more recently we moved 
into a period of more relaxed controls (Phase III). At the present 
writing very strong political pressure is being exerted to have the 
administration adopt much tighter controls once more, Yet what our 
difficulties call for is not such an effort to suppress symptoms by 
methods that interfere with the needed supply adjustments but a policy 
of preventing aggregate demand from running ahead of supply. 

Reasonable Growth Target for 1973, During the last quarter of 1972 
the seasonally corrected overall unemployment rate was about 5V4 
percent on the average; by December it had declined to 5.1 percent, 
by January 1973 to 5.0 percent, and by June 1973 to 4.8 percent. 
In the first quarter of 1973 capacity utilization rates were very 
high in a considerable number of industries. 

Quite aside frc^m our temporary farm products problem and 
other raw-material shortages, expansionary policies should not have 
been used in such a way as to raise the economy's real growth rate 
from the last quarter of 1972 to that of 1973 much beyond the sum 
of the increase in the labor force and in output per man-hour. This 
sum should be estimated with merely a small allowance for any 
further post-recession "catching up" of these magnitudes after the 
last quarter of 1972. For the economy as a whole the sum may be 
5 percent at miost, and it probably is somewhat less. Leaving a very 
small amount of room for cyclical expansion from the last quarter 
of 1972 to that of 1973, we conclude that a figure of about SVz per- 
cent represents the 1973 growth rate in real GNP compatible with 
the proposition that expansionary monetary and fiscal policies are 
in^ippropriate means of reducing the overall rate of unemployment 
below about 5 percent. Moderating our growth rate for the year to 
this extent can be accomplished by now only by reducing growth 
to appreciably below 5V2 percent at an annual rate during the second 
half of 1973, The most recent preliminary growth figure available at 
the present writing~S percent growth for real GNP (15 percent for 
money GNP) at an annual rate from the last quarter of 1972 to the 
first quarter of 1973~would in any event have been a strong warning 
signal of overexpansion. Meanwhile, policy makers have on their 

' On the rhasr If di<»lorlions sec p. 152^, below. At present the distortions caused 
by ».uih tuntroK. ns well the diWcuiUt-H of enforcing the rulings, would be 
much greater betause intense demand presi,ureh have become much more general 
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hands the additional problem of preventing a temporary price spurt 
from becoming embedded in the cost-structure and thereby perpetuat- 
ing itself. 

The Problem of Hardship Cases* Ah a result of the composition of 
unemployment, the ditterentc in the number and weight of hardship 
cases between 5 percent unemployment and the conventional target 
rate of 4 percent is smaller than these two crude figures would 
suggest. Vet there /5 a ditterence, and it concerns directly the limited 
number of persons who have no serious unemployment difficulty at 
the very high activity levels we want to avoid but do have difficulty 
at the more reasonable levels for which we should be aiming. Observ- 
ers who pretend to take a "tough" position on this problem, and to 
do so without qualifications, are apt to become suddenly "soft" when 
the most undesirable ways of alleviating hardships are smuggled into 
various programs, 1 have believed for some time that in a period 
when considerable savings could be had by pruning unsuccessful 
manpower programs and when many state and local governments are 
accumulating surpluses, a limited program of subsidized employment, 
mostly in nonprofit activities and partly combined with training, 
would be preferable to what appear to be the two major alternatives 
to such a program. These alternatives are (1) the subsidization of 
idleness and (2) monetary overexpansion combined with an inclina- 
tion to experiment with wage and price controls even when demand 
pressures show in the markets. Since political considerations may 
push us into one of these two alternatives, I will add that I consider 
the subsidization of idleness in hardship cases a good deal lc^$ unde- 
sirable tnan overexpansion combined with a tendency to introduce 
and reintroduce controls. 

The difficulty of dealing in a reasonable fashion with the differ- 
ence in hardship cases arising at the 5 percent and the 4 percent level 
of overall unemployment is enlarged by two ill-conceived legislative 
measures, one of which is about to be phased out and the other of 
which is about to be introduced. The first of these, the Emergency 
Employment Program, was enacted at a time when the unemployment 
rate was in the neighborhood of percent but was practically certain 
to decline in the near future. This program gave employment to 
persons without regard to whether the market economy would take 
care of them at the 5 percent rate. Indeed, a high proportion of those 
included had been unemployed for only a short time at the 6 percent 
level of unemployment. The second measure that will make matters 
more difficult is the impending increase in minimum wage rates, 
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whikh will turtluT uurtM^t' the wjgc rigiditit's responsible for the 
iiHAistcme of high unempk)vnu»nt rates in ^ome labor tategories 
with shortages n^ others. 

Dangers to be Kept in Mind. VVhatexer second-best or third-best 
solutions an' open in these uri umstanies tor ioping with structural 
manpower fHoblems- problems ot considerable signiticame— the 
main danger that taics us now is renewed acceleration of inflation 
i^ui a serums recession in its aftern^ath. Avoidance ot this danger 
rei|uires ilear awareness of the ta^t that, given the large changes in 
the lomposiiuMi of the labor torie. a 3 percent iuerall unemployment 
rate, as computed by the now usual American procedure, has a 
ditleriMU iiu'aning today than it had, for e\ampk\ in the mid-fifties; 
or even eailiei, It we consider the entire postwar period from 1^47 
to ]^^7Z, we find an average national unemployment rate of 4.7 per- 
cent - thougl^ k)r l^^c»^>, the peak year of an unsustainable inflationary 
expansion, the observed rale was percentage point below the 
4 percent target/' after which it rose to o percent during the reces- 
sion. The average figure ot 4.7 percent for the 1*^^47 to 1^71 period is, 
of course, much less influenced by changes in labor force composition 
than are data relating to recent periods. 

Clear awareness is needed also c^f the fact that in the current 
sensitive phase of our expansion process we are faced, largely by 
bad luck, with price pressures originating in the area of primary 
priulucts, and that the job of preventing the perpetuation of this 
initially temporary pressure retjuires, for the time being, all the more 
moderation in framing our monetary and fiscal policies. Hopefully 
even the iirst-vear wage increases of 1^73 will show a sense of 
responsibility, though the settlements will largely coincide with the 
manifestations of the temporary price pressures. Moreover, assuming 
no excessive monetary ease- -but pm/)/ on this assumption — first-year 
raises tor a small fraction of the labor force should not set the tone 
tor general money-wage trends in the future. Herein lie our herpes. 

On the other hand, there exist two dangers, one that is probably 
minc»r and another that is major. The relatively minor danger is that 
even if we tiillow a policy of restraint from now on, enough of the 
temporary price spurt fron^ the early part of the year will be built 
into the wage structure to make it impossible for producers to sell 
sufficient cjuantities of output at profitable prices later in the year 
when the lagged effects of the proposed policies of monetary restraint 
take hold These lagged effects might lead early nest year, or possibly 
even before the end of I ^^7.^, to no more than a minor cyclical setback 
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jgainst vvhiih in ihc giM'n i iri utiisUuHcs ii is not /u^^siMi' to play 

Thv ^uMttT iLin^tM* is that, in »in attempt to plav salo jfi^in^t the 
po^sibihtv ot .1 minor setlnuk, f\iessi\flv expansionary pt»liiies will 
be a%lopied in wiiuh kast* the puibabihty oi hi^;hly inllationaiy tost 
trends will be j;reat!v iniUMseJ, C liven the lags with whith polieics 
become ettettive, prestMit expansionary measures would then *.ontinue 
to vindicate highly inflationary tost trends later this year. The ensu- 
ing spiral would eventually ha\e to be stopped by m-asures causing 
a mu%h more st^Nore vyJiia! setback than one lesulting nu^rely from 
the inevitable minor osullations around the growth trend. We have 
a ihoiie: vve lan ri>k an early setback that i*; apt to be minor or wc 
tan head, with a small delay, lor a nnuh more *^e\'ere recession. 

Nature of the Study, in the main part of this study 1 shall explore in 
greater detail the problems sketched in the foregoing pages. After 
justifying; mv position on employnu^nt rate targets for expansionary 
poliiV, and ai!i» ilisLUssing the t^onsequemes of the present over- 
expansion. I shall turn to the question of available measures for 
redressing balanie. Reasons will be giyen lor totusing the discussion 
of these measures on monetary policy. 

Manpower Problems: 1956-57, 1965, 1972 

Why would it be very risky to employ expansionary policies for 
reduiing our overall unemployment rate below about S percent? l it 
us review the period in which our inflationary troubles of the sixties 
started and vompare that period with the present. 

What had been a very mild rate of price increase started 
accelerating ^bout ]9o5 and, by the end of the sixties, it forced our 
polity makers to step on the brakes consistently enough to allow a 
recession to develop. The polity line followed from 1*^65 to the 
closing years ot the decade reduced the overall unemployment rate 
from 4.5 percent in ]^o5 to 3.5 percent in l^o^ {and two decimals 
below that nuaiber in terms of lowest monthly data). The 3.5 percent 
overall rate for I^o^ was O.o percentage points below the rate for 
1*^5d, in the year in which unemployment had fallen to within one 
decimal point of the conventional "target rate'' of 4 percent. Pre- 
sumably this target was defined with the labor-force composition of 
the mid-Htties in mind. Yet in 1«o^ the specific unemployment rates 
of various highly demanded labor categories were even further below 
their 1^5o level proportionately than was the overall rate. Inflation 
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kept sti'cpcninv; aiui tin* iutJ to >Wp on the bi.ikcs gi.uiiuillv lH\anu' 
olniou'. thou>;h it took ^omv time bclorc pi^li^y nnikers **iiicptod 
the tjit th.U jt ih a JjHu uh t.isk til y,vt inflalionarv prowess ot 
sKuh dur.ition *inJ intin^ifv iinJer ii^ntii^l. The pr^ness th.it h.is 
laust'J the^c vliituuhii's onginaU'd jn tin* iv>nwiuu>nt- }Mi'\\tihn>; .iiiuind 
l^e5. It ffj h\ e\p.insuui*ir\' pt^hues iie^tin^; and tiirther 

inifejsin^ the nuirket ti^'htness th.U Ivi.une obsi-rvaMe in the middle 
of the dei.ide. In the present wiMitiAt, tightness ot the labor market 
deserves ton^ideraWe emphasis. 

Compari!»on of l*lci5 and ms^-??. Whether we should say that 
inflation stinted aiwelerating "in .in essential \v*:v" iroin the year 
to l^oo or f rom l^e4 U) depends on what we mean by 

""s-uMitial. C learlv noticeable .ii^ehTation ot the price indices 
oiiurred in the transition from 1*^^04 to but as measured by 

the i^onsuniei prue mdcv and the CW deflator, inflation may never- 
theless hv said to h.ne remained sm.ill until we started movinj; into 
I^^tnv A rate of inife.ise oi .ilnu^st 3 percent in the ^.onsumer price 
index shi»ws tnst when we move Irom h>o3 to l^^oo, though a rate 
ot mcrease somenh.it in excess i>t 3 percent had already occurred in 
the wholesale price jndex in the transition irom U'>d4 to l^o5, larRely 
as a result of rising food prices- On the other hand, the private 
nonfarm impliut deflator did not reach a rate ot increase of about 
percent until the transition from \*^oc to ]^>o7. it seems reasonable 
to summan/e this by stating th.it acieleratmg inflation started to 
become bothersome about I'^o.^. By the end ol the decade the 3 per- 
cent yearly rate had been great! v exceeded by all "represent.itive" 
price indices, f or the consumer price index it had just about doubled. 

At 4.5 percent in the overall "national ' unemployment tMc 

averaged OA percentage points higher than in I^^5o and 0.2 percentage 
points higher than in However, this does not mean that the 

labor market was less tight in )^o3 than in the earlier two years. The 
essentials ot the stc^rv cannot be told in terms oi these overall rate!;. 
In l^>o3 the unemployment rate for tiiiulf aged 20 and over — 

was no higher than ",2 ;uvri'M/, less than the 3.4 percent rate observed 
ti \ l*->3o or the 3.o percent i^bserved lor 1^57, though in 1^50 and 
1037 we were said to be at about practical "full employment" with 
cnerall unemployment rates not significantly in excess of 4 percent. 
Further, in ]^^o3 the unemployment rate for nuvriiui nh'M wa*; down 
to 2.-; /'('M'ruf, as compared to 2.o percent in l*^3o and 2.8 percent in 
r^57. In l^^o3 u'liifi' tjuilr^ ii^^Cti 23 tuui over had an unemployment 
rate of 2.3 ;urcrM/, tliree decimals lower than their l^So rate. In 
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ir 'M'prcting lUvsc tisurcs vvc must uke into aciounl the decline of 
tl. weight in the i.ibor torve uf worker vategories that have had 
below-average unemployment rates all along. We need to remember 
also that the JiHerentiali^ between the unemployment rates ot some 
tategories had risen tnot including the bKuk-white dilterential). These 
are the two changes that explain the fact that in l^o5, as compared 
to l*^5o-57, a higher overall unemployment rat4» corresponded to the 
lower specitii unemployment rates tor various important worker 
categories listed above. 

For evample. in the nine years from I*^3o ti> l^'^oS, the weight 
ot adult men in the labor tone declined from o4 percent to oO percent, 
and the weight of men of all ra^es aged 25 and over declined from 
oO percent to 54 percent. (It should be remembered that the age 
ilasHt's 20 to Z4 have an appreciably higher unemployment rate than 
their elders ) In the same nine years, the weight of teenagers and of 
adult women rose from 3o percent to 40 percent. This rise is made 
up ot a 2^ z percentage pcint increase (f.om about 29Vz to 32 percent) 
for adult women and a P2 percentage point increase (from about 
t>* 2 to 8 percent) for teenagers. At the same time, whereas in 1956 
the unemployment rate for adult women exceeded that for adult men 
by only 0,S percent^^ge points (the two rates in question were 4.2 and 
3.4 percent), in 1965 the differential was 1.3 percentage points (4.5 
versus 3.2 percent); comparing teenagers of both sexes with adult 
men, the percentage point dit^'erential had risen from 7.7 percent^ige 
points to 11.0 (the teenage rate was 11.1 percent in 1956 and 
14.8 f>ercent in 1965). 

A very large proportion of the labor force had lower unemploy- 
ment rates in 19o5 than in 1^5o and in 1^57. This in itself does not 
provide a di'fifiitivc iin^wvr to the ques tion of how the tightness of 
the labor market in J9b5 compares with its tightness in 1956 or in 
1957. We should not go beyond saying that there data, viewed in 
isolation, do create a prciiumption that for a high proportion of the 
labor force— for highly demanded labor categories — the market was 
iU h'ii^t aji tight in l*^o5 as in 1956-57, However, evidence provided 
by wage trends further strengthen this presumption, and does so 
very greatly. 

From 19o5 to 1966 the increase in compensation per man-hour 
accelerated significantly. This measure of the rise in hourly earnings 
(including fringes) accelerated from a rate consistent with very small 
price increases when productivity increases are normal to a rate of 
roughly 6 or 7 percent for 1965-66 (depending on whether we con- 
sider merely the private nonfarm sector or the private sector as a 
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whole). Quite aside from the fact that for the period we are surveying 
the 6 and 7 percent range was not the peak, even these rates of 
increase corresponded to an inflation rate of more than 3 percent for 
long-run normal productivity increases in the private economy. More- 
over, even if these rates of w^ge increase had not accelerated further, 
they would have corresponded to a rate of inflation very much in 
excess ot 3 percent for the exceedingly small productivity increases 
recorded in the closing years of the decade both at "overstrained" 
resource-utilization levels and ^bsequently during the recession. 



The chicken-and*egg problem involved in wage-price or price- 
wage escalation cannot be decided on the basis of these data or, to 
my knowledge, of any other. Accelerating price inflation and accel- 
erating wage<ost trends established themselves at roughly the same 
time. It is true also that capacity-utilization rates in the manufactur- 
ing industries reached a very high level simultaneously — about 
90 percent by the standards the Federal Reserve Board uses in 
colULhng its utilization-rate data, and all along this appears to have 
meant tiill capacity utilization. But leaving the hopeless chicken-and* 
egg problem aside, the data do strongly suggest significant tightness 
of labor markets. An acceleration of the increase in compensation 
per man-hour from a rate falling short of 4 percent for 1964-65 to 
one iv excess of 6 percent for 1965-66 is indicative of this tight- 
ness particularly because for the initial phase of steepening infla- 
tion the tightening is more clearly observable on wage-trend data 
for nonunionized than for unionized workers in the manufacturing 
industries,' 

Were it not for these nonunion wage trends, we would h *ve to 
rely largely on intuitive appraisals in rejecting the argument that in 
spite of what was said above— in spitt of the low 1965 unemployment 
rate for adult males and for males 25 and over (particularly white 
males of those age classes) — ihe tighfnpss in these specific categories 
during 1965 could conceivably have been less than in earlier years. 
After all, an iiiiernally consistent account of the matter could be put 
together in this fashion: (1) The likelihood that a worker finds a job 
which suit^ him and for which he is suitable rises with the worker's 
level of education. (2) If we compare years that are nearly a decade 
apart— such as 1956 or 1957 with 1965 — we need to take account of 
risin^^, education levels and, in particular, of the fact that in the later 
period, funi puissu with rising education, a higher proportion of the 

- Sre ihe data in Marten Estey, "Union and Nonunion Wage Changes, 1959-1972," 
In Pncv and Wage Central: An Evaluation of Curr^^nt PolicieSf Hearings before 
Ihe Jcinl Economic Committee, U,S, Congress, p^rt 2, 1972. 
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prime-age male population was occupied in jobti typically ussociated 
with longer job tenure. (3) Theretore, in *ipite of the low specifiL 
unem» 'oyment rates tor the most-demanded worker categories, the 
market tor ihese workers nuiy conceivablv have been less tight than 
was the l<?5o-1^57 market at the then existing practical full employ- 
ment, (4) Price inflation and inflationary wage trends could, therefore, 
have developed merely because commodity markets became tight at 
the high capacity-utilization rates in l*^o5. and even though labor 
markets were not particularly strained, unions had sufficient market 
power to steepen money- wage trends significantly more-or-less simul- 
taneously with the steepening of price trends. 

Lven on general grounds this may not be the most credible 
a».«.i>unt of the initial phase of steepening inflation in the mid-sixties, 
but it is not necessarily an account one feels like rejecting out of hand. 
However, the noni.nion w,ige trends of the early phase deprive this 
way ot telling the storv of whatever plausibility it may otherwise 
have. In the period beginning about l^'^5 wages clearly behaved as 
one would expect them to behave in a tight labor market, 

Thu^^, as to the comparison of 1^65 with iP56-57, the correct 
conclusion is suggested by placing the emphasis on the low 1965 
specific unemployment rates of large and highly demanded worker 
categories. Little importance attaches to the cjualification that the low 
specific rates ot i9o5 - — lower than those observed for 1956-57 — could 
conceivably h.ive reflected lesser tightness because of a negative 
correlation between unemployment and education. 

When describing the 19o5 :xduh male rate of 3 to 3V2 percent, or 
the married male rate of about 2* 2 percent (and a similar rate for 
white males 25 and over), as "low" we must, of course, take account 
of the method by which unemployment rates are estimated in the 
United States. The method used is to interview someone found at 
home in a sample of households in order to learn the number of 
household members aged 16 years and over who have no work but 
have very recently been looking for work. Not only the "job losers" 
and the "job leavers'are included among the unemployed but also 
the new entrants and reentrants into the labor force, regardless of 
how short the duration of their unemployment may be. 

Comparison of 1972 with Earlier Years. We have seen that the 
4.5 percent overall unemployment rate of 1965 was in all probability 
associated with at least as much labor-market tightness as was asso- 
ciated with the smaller overall rates of 1956 or 1957, On similar 
grounds the available data create a strong presumption that at the 
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end of 1972 when the overall unemployment rate was 5.1 percent, 
the labor market was only slightly less tight than in 1965. This is so 
in spite of the fact that, as we shall presently see, the specific rates 
for males observed for 1972 should probably be corrected upward 
to some extent in order to make them comparable with the rates for 
1965 or earlier. The degree of tightness existing about 1965 played 
an important role in touching off accelerating inflation and hence 
hy the etui of 1972 wc arrived at a state that may be regarded as 
located near the danger zone. 

We note that in December 1972 (with seasonal correction) the 
adult male rate was 3.4 percent, the married male rate 2.4 percent, 
and the rate for white males 25 and over probably somewhat below 
this last figure. In 1965 these three rates were 3.2 percent, 2.4 per- 
cent, and 2.5 percent, respectively; in 1956 they were 3.4 percent, 
2 6 percent and 2.8 percent. This would suggest roughly the same 
degree of tightness for December 1972 as for 1965 and at least the 
same degree of tightness for the end of 1972 as for 1956. However, 
the wording of the questions asked in the Census Bureau survey was 
changed somewhat in 1966 and it seems likely that the recent male 
rates should be corrected upward by a few decimal puints to make 
them comparable with pre-1966 rates. In view of this it is preferable 
to conclude that by the end of 1972 we had arrived in the Hr/\^/ihor- 
hood rather than at the precise level of the labor-market tightness at 
which a serious inflation problem developed in the past. In terms of 
the overall unemployment rate the critical point may now be located 
slightly below 5 percent rather than slightly above that figure. At 
the end of 1972 we were slightly above that figure. On the other 
hand, the rapid rate of GNP growth in the first quarter of 1973 
suggests that continued growth approximatmg that magnitude would 
reduce the unemployment rate well below 5 percent. Indeed by June 
1973 the rate declined to 1.9 percent. This is occurring at a time 
when the danger exists that our "temporary" raw material price 
increases will be built into the wage and price structure with long- 
lasting effects, a danger justifying particular emphasis on demand- 
policy moderation. 

At an overall unemployment rate of roughly 5 percent, there now 
exists, of course, more teenage and adult female unemployment than 
would have been the case in earlier periods. The representation of 
adult males in the labor force, which declined from 64 percent in 1956 
to dO percent in 1965 declined further to 56V2 percent by 1972; the 
representation of adult women in the labor force, which rose from 
29V2 percent in 1956 to 32 percent in 1965, rose further to almost 
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34 Vis percent by 1972; and the representation of teenagers, which 
rose from oVa percent in 19S6 to 8 percent in 1965, rose further to 
9V2 perceat by 1972. 

Seasonally corrected data tor the late part oi 1^72 indicate that 
at that time less than 40 percent of our unemployed were adult males; 
the remainder consisted of adult women (about one-third) and teen- 
agers (almost 30 percent). Along with the significant increase in the 
representation of workers other than adult males in the labor force, 
the representation of those groups in the ivn^^/oj/erf part of the labor 
force has also increased significantly. However, their proportionate 
representation has increased somewhat less in the employed part of 
the labor force than in the labor force as a whole and this reflects 
itself in a large increase in their representation in unemployment. 
The unemployed are a small fraction of the labor force. Hence a small 
discrepancy between a change in the proportionate representation in 
the labor force and a change in the representation in employment 
shows in a large change in the representation in unemployment. 

This reasoning implies the realistic assumption that when it 
comes to appraising shortages, greater tightness in the adult male 
category and in certain of its subcategories should not be regarded as 
offset by the greater availability of other types of workers. In other 
words, at the end of 1972 the adult male rate of 3.4 percent and the 
married male rate of 2.4 percent should not be regarded as "offset" 
by a 5.1 percent unemployment ra^e for adult women and a 15.7 per- 
cent rate for teenagers (seasonally corrected). These worker cate- 
gories are very imperfect substitutes of each other, and the unemploy- 
ment differentials reflect in part at least the results of rigidities of the 
real wage structures. 

As for the social problem involved in the higher unemployment 
rate*; of women and teen/igers, we 'ihould remember that their unem- 
ployment is of shorter average duration than that of adult men. This 
is merely one of the reasons why fewer hardship cases are involved 
in female and teenage than in male (especially married male) unem- 
ployment. While, as was already said; there does remain a difference 
between the number and weight of hardship cases in a 5 percent as 
compared to a 4 pe;cent unemployment economy, driving the econ- 
omy into accelerating inflation is the least desirable way of coping 
with this aspect of the problem. 

Inflation: Its Acceleration, Deceleration and Revived Acceleration 

The preceding section examined some of the characteristics of the 
economy at the start of the strongly inflationary period in 1965. Tlie 
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characteristiLS were Lomparcd with those at the end of 1972 when, 
after years of steepening inflation and after the recession of 1970, the 
economy had returned to roughly the level of activity at which it was 
highly inadvisable to generate appreciable further cyclical expansion. 
By 1*572 the rate of inflation had been greatly reduced — though sub- 
sequently serious pressures have emerged that hopefully will prove 
to be temporary. What were some of the salient features of the 
processes that took place hctwcot these dates? 

Acceleration in the Sixties. During the five-year period, 1965-69, 
that ended with the onset of recession, the money stock denoted by 
Ml — defined as currency plus demand deposits — increased by 27V2 
percent. During the same period the money stock denoted by M- — 
defined as M\ plus time deposits at commercial banks (other than 
certificates of deposit in the value of S100;000 01 more) — increased 
by 41^: percent. During this span there were only two years, 1966 
and in which Mj rose by less than about 8 percent anci Mi by 

less than 5 percent. 

The first of these two years was the year of the tem- 

porary "credit crunch/' a brief interlude which was shortly followed 
by a renewed significant increase in the money supply and, we 
shall see, also by a year of significant fiscal deficit. After the very 
brief interlude of slow growth connected with the crunch of 19^6, 
the inflationary expansion continued at a rapid rate. The second year 
in which the money supply rose .iale — M- merely by about 3 percent 
— did put an end to the cyclical expansion. That year (1969) ended 
with the cyclical downturn. To stimulate a recovery, monetary policy 
was significantly relaxed in the recession year of 1970; and during 
each of the recovery years, 1971 and 1972, M-j rose by about 11 per- 
cent. (Ml ro^^ Ivy 6^ 2 percent in 1971 and by 8 percent in 1972.) 
The tightening of monetary policy prior to the recession resulted 
from the determination to end a cyclical phase that had led to steep- 
ening inflation; the degree of the subsequent easing of monetary 
policV; however, seemed to many of us to involve a serious risk of 
overexpansion, 

Similarly the reduction of the fiscal deficit from 1967 (that is, 
from the first year in which the deficit was large) to 1^68, and the 
subsequent accumulation of a fiscal surplus in 1969 resulted from «n 
effort to fight inflation by a tax increase and by reducing the rate of 
increase in fiscal outlays. But the "stimulating" turnaround after the 
start of the recession was very large in the area of fiscal policy too. 
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Only quite recently has the President exerted a strong influence to 
slow the increase of government expenditures again.^ 

In the last year of the cyclical expansion that ended in November 
1969 — to be followed by a twelve-month recession, according to Na- 
tional Bureau dating — the overall unemployment rate was 3.5 percent, 
the specific rate for adult men about 2 percent, and that for married 
men about 1 Vi percent. The consumer price index, which prior to 1965 
had been rising at a yearly rate of less than 2 percent, rose in 1969 
by close to 6 percent (the peak annual rate of 6 percent was reached 
with a short lag in 1970, hence after the downturn). It was the 
intention of policy makers to reduce the inflation rate significantly 
without exposing the economy to anything worse than a mild and 
brief recession. The recession was in fact mild and brief. However, 
the recovery was slow in the first post-recession year (1971), leaving 
the overall unemployment rate in the neighborhood of 6 percent. 

The recovery quickened significantly in 1972. While the yearly 
average unemployment rate for that year was still 5.6 percent, the 
monthly figure declined to 5.1 by December. Civilian employment 
rose by about 3 percent during 1972, reflecting partly the increase in 
the labor force age population, partly the increase in the civilian 
participation rate in the labor force, and partly a 0.9 percentage point 
decrease in the unemployment rate from December 1971 to Decem- 
ber 1972 (the unenipluyiiient rate being always expressed in relation 
to the civilian labor force). The first quarter of 1973 brought the 
disconcertingly large (unsustainable) further rate of expansion on 
which we have already commented. We have also commented on the 
fact that special factors — raw material shortages — are in large part 
responsible for the renewal of heavy pressures on prices in 1973. 
The overcxpansion in the first quarter of 1973 has made it much 
more difficult to cope with these pressures on the price level. 

By 1972, before the recent price spurt started, the earlier policies 
aimed at greatly reducing the rate of inflation at satisfactory levels of 
business activity seemed to have borne fruit, though the administra- 
tion's stated goals were not yet reached. It seems exceedingly un- 
likely to me that the relatively favorable price record of 1972 — the 
year which ended with the unemployment rate down to only slightly 

The following were the national-income accounts surpluses, and deficits (minus 
sign), in billions of dollars for the successive calendar years. 1965: 1.2, 1966: 
-0.2, 1967: -12.4, 196$: —6.3, 1969: B.l, 1970: -12.9, 1971: -21.7, 1972 
(preliminary estimate). — Id.l. The unified budget surpluses and deficits for the 
successive fiscal years were: 1965; -1.6, 1966: -3.8, 1967; -S.7, 196S: -25.2, 
1969; 3.2, 1970: - Z.B, 1971: -23.0, 1972: -23.2, 1973 (preliminary estimate): 
— 17. $ (midyear budget review). 
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more than 5 percent — could have been achieved if the recession had 
been even milder or the recovery during 1971 faster, diminishing 
the rate of inflation by a significant margin took time because infla- 
tionary expectations had become built into the decision-making 
process. The facts surveyed in the foregoing pages suggest that 
union power is unlikely to have played a major role in touching off 
the inflationary developments starting in 1965, It clearly did play a 
crucial role, however, in building inflationary expectations into the 
cost and price structure during the recession and the immediate 
post-recession period, when unemployment rates were in the neigh- 
borhood of o percent. 

Deceleration during 1970-72* Much of the deceleration of price 
increases occurred not during the recession itself but after the upturn, 
in those phases of the recovery in which the overall unemployment 
rate was as yet significantly in excess of 5 percent and capacity- 
utilization rates were low. When the cyclical upturn occurred in 
November 1^70 (by National Bureau dating), the rate of increase in 
the consumer price index had already slowed from its peak, but it 
was not yet clear to what extent the movements were merely erratic. 
By the first half of 1971 deceleration was clearly observable in the 
consumer price index; the rise was not much in excess of 4 percent 
at an annual rate. 

But in the first half of 1971 the rate of increase of compensation 
per man-hour in the private nonfarm sector was still at about its 
highest level, that is, approximately 8 percent. Standard produc- 
tivity increase (that is, the "normal" or long-run productivity increase 
by which producers are largely influenced) and the incre.ise in the 
private nonfarm GNP deflator (slightly in excess of 4 percent) added 
up to appreciably less than this increase in compensation. Thus either 
the price increase had to accelerate again or wage increases had to 
decelerate. Some of us believed that market forces would respond 
to the low capacity-utilization rates and the high unemployment rates 
of 1971 by bringing about a deceleration of wage increases, not a 
renewed speed-up of price movements. We therefore saw no neces- 
sity for the introduction of direct price and wage controls. But this 
was highly controversial. 

As we have seen. Phase I of a control program — the temporary 
wage and price freeze— u^^js in fact introduced in August 1971- This 
was followed in November by Phase II, with prenotification require- 
ments for large sellers and large employers intending to raise their 
prices or wages and with extensive arbitrary interferences into the 
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prUeand wage structure. Only in January 1973 did Phase II give way 
to Phase 111, which is focused j?pecihcaUy on a small number of areas, 
but retains the Rovcrnment's right to intervene also in other areas. 
During 1«^72 the con«iumer price index ruso by somewhat less 
than 3*2 percent, the implicit CNP deflator rose by 3 percent (its 
nonfarm component by somewhat less than that but the fixed-weight 
counterpart of the GNP deflator by between 3^2 and 4 percent), and 
compensation per man-hour in the private nonfarm sector rose by 
about 7 percent. It follows from the preceding that it is impos- 
sible to tell with assurance whether the controls deserve any credit 
either for the continuation of price deceleration up to 1972 or for 
a noticeable deceleration of increases in compensation per man-hour 
I continue to be very doubtful in this regard, and I continue to be 
impressed also by the fact ihM a good many illustrations (discussed 
in the footnote below) point to significant distortions caused by the 
controls.* Whatever one may think of the role of controls, in the 
late part of 1^72 it appeared to make sense to express a favorable 
diagnosis of general economic trends by stating that inflation was 
greatly decelerated and unemployment reduced to the immediate 
neighborhood of 5 percent. 

In the Wall Street Jatirmd (April 1973), Assistant Secretary of the Treasury 
for Iconomic Aftahs Edgar R, Fiedler ^!ivcs nn account of diiflocations caused 
during Phase If of the control program (adding that such harmful consequences 
would show much more extensively in a period of generally rtrong demand than 
was the case at that time). (1) The lumber industry was faced with very active 
demand 2ven then, and a considerable number of practices developed In that 
industry for unsubstantial further processing and the passing of products 
through a numbtr of firms — partly even by fictitious transactions — in order to 
enable sellers to charge mark-ups (higher prices) in accordance with the state 
of the market. Nevertheless, the production of lumber products seems to have 
been held below the attainable level in order to avoid exceeding the permissible 
profit margins. (2) A number of iomplaints were heard from businessmen 
observing the wage regulations that their work force was being pirated by 
rivals. (3) The regulations made it less profitable for the petroleum industry to 
produce fuel oil than various other products, and this increased the fuel shortage 
last wmtor. We may add that price regulations inevitably have major distorting 
effects of this general type. (4) Soybean meal and phosphate fertilizers were 
fetching sufficiently profitable prices abroad to lead the prcduccrc of these 
products to give "lubstantial preference to exports over domestic sales at regu- 
lated prices. (5) In a number of food and related industries (also In some others) 
there existed firms which could not raise their prices because as a result of an 
Innovation they were selling some specific new product at a price that raised 
their overall profit margins to the permissible limit; for this reason at the prices 
which such firms had to set for their other products, their rivals producing only 
these other products could not have stayed in the market in the longer run. 
(6) Only with a substantial delay could ihe Pay Board and the Price Commission 
pass on cases which they had to decide, and the waiting lines were becoming 
Incre4sing!y long. 
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The Recent Revival of Acceleration* Yet some of us have had strong 
misgivings all along about the size of the momentum that monetary 
and fiscal policy was building into the system. The 8 percent annual 
growth vMv in roa! CNP, along with a somewhat higher than 6 per- 
cent annual rate of increase in the impliiit CNP deflator during the 
first qu.^.rter of 1^73, justifies these misgivings in retrospect. It is 
true that the President took steps to keep fiscal expenditures from 
rising at the rate previously planned for 1^73, and Chairman Arthur 
Burns of the Federal Reserve System declared repeatedly that 1973 
would be a year of moderation in monetary policy. But the econ- 
omy's expansionary momentum in the early part of 1973 suggests 
thit it would have been much preferable to move in these directions 
earlier. It was the avowed objective of policy makers to create an 
environment in which the price trend performance of 1972 would not 
merely be repealed but would be somewhat further improved. Yet, 
under pressure from their opponents, they predicted that their policies 
would lead to a reduction of the general unempioyment rate to well 
below 5 percent, and only belatedly did they shift to restraint. Never- 
theless it may be argued that in the absence of further complications, 
a very limited period of overexpansion might not have created a seri- 
ous problem. In fait, however, a further complication ha^i developed. 
As things now stand, acceleration of inflation in the early part of 1973 
is a fact that assumed dramatic proportions. The objective for 1973 
should now be to hiU\^ about vrry significant deceleration in the 
course of the year, and gradually to get us back to where we would 
have been if specific complicating factor? had not occurred and if 
policies of restraint had been adopted in time. 

As for the specific complicating factors, the country had bad 
luck in that during 1972 a supply problem started overlapping with 
the problem of making it understood to the public that in the present 
setting demand-policies directed at the conventional employment rate 
targets were unrealistic. As a result of poor crops in many countries 
as well as of rising demand, the prices of agricultural products rose, 
sharply and, for a while, the latA of living will continue to rise 
appreci.^^^ly than it did in 1972. During the year 1972 a mild 

manifestation of the short supply of farm products was observable 
in the fait that whereas the consumer price index rose by 3,4 percent, 
the food component of the index rose by 4.7 percent. As an indicator 
of what was in store this was a misleadingly mild manifestation of 
price pressures in the agricultural area, and more generally in the 
area of raw materials. The farm products component of the whole- 
sale price index rose by more than 15 percent in 1972, Indeed, even 
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the rise ol tlu ^^iiwuil whoicsaU* pritc inJtx (i^5 pcrtcnt) tomparcd 
very unfavorably with that oi the lonsumer index, though this latter 
statement Joes not apply to the inwiustrial-goods component of the 
wholesale index (which rose only bv slightly more than 3.5 pertent). 

Subsequently the first quarter ot 1^>73 brought very sharp in- 
creases in agricultural prices and in the general wholesale index, with 
the ionsuiner index rising very steeply too. The first quarter's rise 
in the consumer price index was in excess ot 8 percent at an annual 
rate, with the food component rising more than 25 percent, the non- 
food commodity component less than 5 percent and services less than 
4 percent. Ihe rise in the wholesale price index tor the period was 
in excess ot 20 percent at an annual rate, with its farm-products 
component increasing well in excess of 50 percent and even its Indus- 
trial-products compi>nent somewhat more than 10 percent. From t^e 
last quarter of 1^72 to the first quarter of U^73, the CNF deflator 
rose, as we have seen, by about o percent at an annual rate, this being 
true not only of the implicit deflator, which involves changing weights 
from quarter to quarter, but (roughly) also of the fixed-weight deflator. 
Regardless ot how successful the policy makers may be in kccpifij^ 
"initially temporary" phenomena truly temporary, the price trend 
performance of 1^72 will surely not be matched in 1973. 

While it is very questionable whether the direct controls exerted 
any appreciable influence on the general price level, Phase 11 lasted 
king enough to lead to the "bulging" of some specific commodity 
prices after lanuary 1^73. This is a strictly short-run phenomenon, 
attecting goods and services the prices of which (and presumably the 
expenditures on which) had been kept artificially low in relation to 
other goods and services. 

The significant specific pi ice pressures in the agricultural area 
may lessen greatly or even end before the year is over. We are now 
relaxing our policies of acreage restriction and of governmental credit 
facilities to producers for keeping agricultural products in storage. 
Policy changes lorri' introduced in these regards and they will con- 
tribute to the anticipated significant reduction of the specific farm- 
price pressures later this year. In addition, the large purchases of 
U.S. grain by the LJ.5,S.R. have in themselves played a significant 
role in producing this year's shortages in the United States. The huge 
size of these imports from the United States reflects Russian crop 
failures of unusual dimension. Nor was the U.S.S.R, the only country 
abroad that had an exceptionally bad crop last yean And, with 
respect to meat supply, domestically we seem to have been caught 
in the wrong phase of the "corn-hog" cycle. Furthermore, as was 
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already said, the impact on the donics>tic prite level of the rise in 
foreign currency rates is also likely to be partlx^ temporary, because 
in the longer run domestic products will be substituted for part of 
our imports. 

The danger remains, hovvcNcr, thai wage trends will react to the 
"temporary" worsening of the price trend, with long-run conse- 
quences. Furthermore, specific pressures on some prices — perhaps 
particularly on the prices of materials used in energy production (for 
example, oil and toal) — are apt to prove inherently long-lasting. To 
a limited extent a longer lasting adverse effect is likely to develop 
on the standard of hving of all population groups, including wage 
earners, There is no reabun to expea, however, that the long-run 
uptrend in living standards would thereby be seriously impaired. 

Most of the specific adverse factors of 1^73 are "inherently" 
temporary though it is difficult to predict to what extent it will be 
possible to avoid their perpetuation via labor cost increases. Under- 
standing on the part of the union leaders would certainly help. After 
all, their recent experience shows that periods of rapid money-wage 
increases can easily become periods of very small real wage increases, 
as was the case in the late sixties. But at any rate we have here an 
additional reason for guarding against expansionary policies that 
would tighten the labor market to what would be the danger point 
eiwu in the absence of these difficulties. 

The Danger of Trusting the Hypothesis of ''Inflationary Equilibrium'' 
in Very Tight Labor Markets 

The Inconclusiveness of Phillips-Curve Studies. The analysis in this 
paper suggests that some unpopular decisions will have to be made 
if we are to avoid more than a temporary revival of accelerating 
inflation and a subsequent severe recession. Whenever conditions call 
for monetary-fiscal restraints, inevitably involving the risk — but by 
no means the certainty — of a relatively early setback, it is tempting 
to evade the issue by developing faith in the hypothesis of stable 
"Phillips trade-offs/' These are allegedly stable trade-offs between 
inflation and rates of employment, even at very high employment 
levels. Were this hypothesis acceptable, we could conclude that even 
if expansionary policies produced very high degrees of labor-market 
tightness, the rate of price increases would become stabilized after a 
while. It would then be possible to gear the economy smoothly to 
the resulting steep inflation rate. However the underlying hypothesis 
is unsubstanMated, and it would be exceedingly risky to bet the 
country's faic on it. 
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Sonic ccononielrii studies suggest thi? inflation rate can be 
^tiihiliziui at a high level even if policy makers are determined to 
keep the labor market very tight. Other econometric studies point 
tnorv in the opposite direction. In t-arlier publications i have argued 
that the econometrii models ^rom which an answer to this question 
has been sought have led to wholly inconclusive results.'* Considering 
the competence of the researchers who have put their minds to this 
type of exploration, it seems most unlikely that future econometric 
efforts kan decide the w^uestion. 

To express the difficulty briefly: several models do suggest that, 
after a period of transition, the inflation rate corresponding to a 
iOn^tiint level of labor market tightness becomes stabilized, that is, 
there is a stable Phillips trade-oft between inflation and labor-market 
tightness. According to these studies, the acceleration of the U.S. 
inflation in the sciond half of the sixties resulted from a significant 
furlhvr fis^^Jitcntn^^ of the labor market from year to year — not from a 
high degree of tightness per se — even though the official unemploy- 
ment rate changed very little in those years. In other words, these 
models imply reliance on measures of labor market ease that are not 
identical with the official unemployment rate. The results depend 
entirely on what measures are selected. Yet at present there is no 
acceptable method for selecting the "appropriate" type and degree 
of correction of the official rate for deriving a "true" measure of 
labor market ease or tightness. Hence such inquiries, based on con- 
flitting ideas about what the relevant variables are, have remained 
wholly inconclusive. It would, of course, be begging the question 
to make those corrections that yield a model with stable trade-offs. 

Stable Trade-offs Limited to Ranges of Moderate Tightness. In gen- 
eral, it seems more promising to recognize here an obvious fact of 
economic-political life. The tighter the labor market, the more are 
employers (individually and in the aggregate) influenced by the risk 
of not being able to hire the workers they need to carry out their 
production plans. On the other hand, employers and unions realize 
that policy makers are, by implication, threatening them with impos- 
ing a penalty on increasingly inflationary cost and price tendencies. 

Wiliiam Fellncr, "rhiilips-type Approach or Acceleration?" Brookings Papers on 
Ecotwmic Ai'tivity, 2: 1^71 (Washington, D. C: The Brookings Institution, 1971); 
Can* for Moticrafton in the Economic RecoiH'ry of 1*^71 (Washington, D. C: 
American Enterprise Institute, 1971); Awiin^ for a Suf'tainablc Second Be$t Dur* 
ifjg the Rvcm*ery frnm tJie 7^70 Rece^^s^ion (Washington, D. C: American Enter- 
prise Institute, 1971) and Emplnymcnt Policy at the Crossroads: An Interim Look 
at Pre$$utc$ to be Resisted (Washington, D. C; American Enterprise Institute, 
1972). 
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The pciulty would be in^posfd hv a policy nut gcncrjtiriR the ctfivtivc 
demand needed tor protjtahle operations it cost intreascs continued 
to accelerate, hidisidual emplover^ and unions are aware of this 
impliiit threat and know thai i^ther en^pK>N4»rs and unions are aware 
ot it too, Hente market behaMor is very likely to depend on which 
of two risks is weighted more heivily; the risk ot not lh'in<:, able fa 
hire the needed labor force or the risk of bein^ caught in a situation 
in which polic\^ makcrt^ do tiot "viudidUc" tho coi^t^ to which one has 
become committed. 

This su^',.i',t»sts that Phillips trade-otts are more likely to become 
stabilized — and, conversely, continuing acceleration up to the point 
where poliiy makers avtualh' bring about a recessic^n is more likely 
to be avoided— when labor-market tightness is moderate than when 
it is pronounced/' These considerations suggest also that the merely 
temporary iharacter of acceleration, when an upswing is not allowed 
to carry the economy into high degrees of tightness, results partly 
from the fact that the policy maknh' threat of forcing a recession 
becomes mtreasingly credible as the recovery moves into its advanced 
stages. Final! V, this way of looking at the matter leads to the sug- 
gestion that policy makers should in any event try to avoid giving 
the impression that their anti-inflationary objectives are secondary. 
The sk>gan according to which full employment (in the sense of 
significant labor-market tightness) is more important than the avoid- 
ance of inflation misses the point, Policy makern guided by this 
slogan are apt to be buffeted from twp directions: first, they are apt 
to get the economy into continually accelerating inflation and then, 
this being an intolerable condition in the longer run, they are likely 
to produce a higniticant amount of unemployment. 

A specific variety of the argument tor tolerating high inflationary 
pressures as a necessary price for very tight labor markets calls for 
introducing direct wage and price controls in high-pressure econ- 
omies. These would allegedly improve the Phillips trade-offs. Hc*v- 
ever, in the Western world administrative controls have consistently 
proved inefiettive as means of suppressing intense demand pressures 
for nu^re than a short period, Since oven in the short run these ' 
measures are easier to circumvent for some products and service' 
than for others, they have a strong tendency first to distort the 
allocation of resources and subsequently to expose the economy to 
a demand explosion. The experience of Western countries with direct 
controls applied in times of high demand pressure generally points 

In othff words, ,i lonj;-run Phillips function may be stable in range** of mod- 
eralf but nut ul high degrees oi labor-market tightnetis. 
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in this dircLtion- though thtn worth or worlhlcssncss in our o pcr- 
ivnt unemploymont t\onomy of 1^71 and of early 1972 may forever 
remain a Lontroversial i»^bue (as has* been argued in detail earlier in 
this paper). 

Lven in Lastern European tountrics—which have eXLcedingly 
severe administrative samtions for enforiement — it is readily observ- 
able that the maintenance of excess demand combined with direct 
Lontrols greatly reduces the variety and quality of available goods 
and services. And regulated prices for items that become unavailable 
are, of lourse, not prices in the proper sense. The same observation 
applies to Western countries, except that in suih circumstances in 
the West violai ons become muih more frequent and, aftiT a while, 
the controls arc apt to be abolished. 

With respect to comprehensive administrative controls — for ex- 
ample, the timtrols we had prior to the reduction in their scope in 
lanuary ^73 (prior to Phase III) — the present danger is not so much 
that polny makers would be willing to accept a program of high 
permanent intlation with controls of indefinite duration. Rather, the 
danger is that they might reintroduce more extensive controls with 
the avowed objective of coping with the temporary difficulties of 
1^73. Considering, however, that the U.S. economy has moved into 
a period of demand pressures, this would nevertheless have the very 
harmful lonsequences discussed in this section. Even in a period of 
relatively slack demand the dislocations caused by the Phase 11 
cc^ntrols were far from negligible (see footnote 4 above). Further- 
more, on-and-oft comprehensive controls might well condition sellers 
of gcH^ds and services to generate large cost and price increases when- 
ever the controls are oft. This would lead to a highly undesirable, 
abrupt change in price tendencies and in the types of economic activ- 
ity undertaken. 

Money Supply Targeiti 

What methods are available then for attempting to lead the tem- 
porarily overheated economy back to the neighborhood of its normal 
growth path? Which variables should our analysis of this problem 
place in the foreground? 

The Prp&ent Need for Emphasizing the Money Supply. In the 

appendix to this study it is explained in detail why both the so-called 
neo-Keynesian and monetarist (quantity-theoretical) frameworks rep- 
resent far-reaching simplifications of a generally acceptable analytical 
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system. However, an appealing system to which general validity 
Lould be attributed would be tar too unwieldy tor application. We 
do not know enough .yWrni the relationships between economic vari- 
ables to form a dependable judgment kon^erning the relative actept- 
ability of alternative simplifying devices in any specific period. To 
some considerable extent the whoice oi a simplified framework for a 
specific purpose needs to be "played by ear/' and even after the 
framework is chosen, adherence to the conclusions derived from it 
must not be unconditional. Nevertheless, with all these qualifications, 
a case <an be made for applying a framework of monetarist character 
to the problem of redressing balance under the present circumstances 
of the American economy. On what considerations can that case 
be based? 

First, given the political facts of life, our authorities have much 
more leeway in the near future for determining the money supply 
than for bringing about appreciable changes in the values of the 
fiscal variables. One may, of course, question the binding character 
of any political commitment not to raise tax rates, but tax revenues 
(federal, lUate and local) already correspond to about one-third of 
the CNP and to a higher proportion of the net product of the 
economy. At the present writing we may conjecture that the admin- 
istration and our legislators are less firmly committed to the invest- 
ment tax credit than to other elements of the tax structure. However, 
an off-and-on policy on this measure would lead to a degree of 
jerkiness in investment which would be inadvisable. 

Second, during the period 1^04-1«?6^ interest rates rose sharply; 
the three-month Treasury bill rate, for example, rose from the 3 to 
4 percent range into the 7 to S percent range. This period includes 
sub-periods in which the monetary authorities made deliberate but 
mostly unsuccessful efforts to prevent a continued rise in interest 
rates by making vnry large additions to the money supply. It is true, 
on the other hand, that some sub-periods of tight money brought a 
particularly steep rise in interest rates and that some sub-periods of 
easy money became associated with a reduction of the rates. Yet 
stepping up the increase in the supply of money during the second 
half of the sixties did not prove to be a dependable way of reducing 
interest rates or ev^n of stemming their rise. Large ^;i.reases in the 
money supply have inflationary consequences and, other things equal, 
a steepening of price expectations raises the money rate of interest 
at which »>ders are willing to lend and borrowers to borrow. For 
the peri i uider consideration, this argues against stressing the 
potential mterest-reducing — hence velocity-reducing — effect of in- 
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creased money supply; it argues for paying a good deal of ailciition 
to the link between the supply of money and the rate of money 
income. 

Finally, it should be pointed out that in reient ye.irs rather 
simple numerical regularities have in fact been observable in the 
relationship between the increase in money supply and that of money 
GNP, though no one can say with confidence how much longer these 
regularities will persist. Indeed, these regularities do not apply to the 
current year in unmodified form. 

Stability of Velocity over a Limited Period. The regularities in ques- 
tion have recently been discussed by Professor Milton Friedman in 
a semi-popula^ presentation published in the SUn^ivi Cuanmt}^ Sur- 
vey of February 1^73. The essential regularity there relates to the 
Tiitio of money GNP in any quarter divided by the money stock two 
quarters earlier. Friedman used the Mj measure of the money stock, 
that is, currency and demand deposits plus time deposits in com- 
mercial banks (other than large negotiable certificates of deposit). 

Before taking a look at Friedman's recent findings, it might be 
useful to mention a regularity which shows — in the form in which 
I will describe it — only for the five most recent years. Although five 
years is a very short period of time, this regularity has the advantage 
of being a gc^od and trendless relation between cluvt^cB in Mi! and 
chiiftf^CB in money GNP for yearly intcriHilf. The intervals are of 
the kind with which the recent report of the Council of Economic 
Advisers is concerned when trying to lookunto the future. 

Calculate the percentage increase in M- from December of year t 
to December of year f /; calculate also the percentage increase in 
Mj from December of year f r i to December of year t f 2. Com- 
pare the simple average of these two figures with the percentage 
increase in money GNP during (approximately) the second of these 
intervals, that is, from the last quarter of year f ^ 2 to the last quarter 
of year t * 2, For the past five years the difference between the 
average increase in M- and the increase in money GNP will be found 
never to exceed 0.9 percentage points, and to be negligible for 1972.'^ 

The lag assumption implied in this procedure is, of course, a 
"blurred'^ one — short-run variations in the rates of change during 
the years are neglected. But the relevant lags could in fact lack 
sharpness or consistency, because while in iconomic life action is 
usually based in part on decisions made well ahead of time, these 
decisions can often be adjusted just before carrying them out. The 

7 The aver<3ge deviation is about 0.6 percentage points. 
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relative significance of these two components of the decision-making 
process is unlikely to remain constant. At any rate I suggest that 
the foregoing numerical relation deserves to be kept in mind. 

We now turn to Friedman's prc^position concerning Mm and 
money GNP. Employing the hypothesis of a definite (constant) two- 
quarter lag between the stock of M- and the current flow of money 
GNP, Friedman found that the ratio of these two magnitudes was 
highly stable for the eleven-year period 1962-72.'' The mean value 
of the velocity so calculated — GNP at an annual rate divided by 
money stock — is 2.44 for the period, the highest value during the 
period bein^; 2.50, the lowest 2.37. The standard deviation is merely 
1.4 percent of 2.44. 

To this statement on the small size of the standard deviation, 
however, a caveat needs to be added. Assume that — from one yearly 
period to another — Mj rises by 10 percent (as has been roughly true 
in recent years). Assume also that Friedman's velocity term rises 
from 2.44 minus one-half of a standard deviation to 2.44 plus 
one-half of a standard deviation. Then the resulting underestimate 
of the change in GNP based on a velocity of 2.44 would be larger 
than the maximum error arising for the five most recent years when 
the crude relation previously discussed is employed. Nevertheless, 
the fact to be stressed here is that Friedman obtained a good relation 
for an eleven-year period, with an average velocity of 2.44 for M^. 
(This number's reciprocal describes the money stock held per unit 
of yearly GNP; the ratio in question is 0.41.) 

Concern in the present discussion with the M^' aggregate, rather 
than with the money-stock aggregate Mi defined as excluding time 
deposits, is supported also by exploratory work (with as yet tentative 
results) which Dr. Dan Larkins has undertaken at the American Enter- 
prise Institute. For the period beginning in the first quarter of 1953 and 
going through 1970 this work points to a somewhat superior per- 
formance of Mj in the context of the monetarist model used by the 
Federal Reserve Bank of St. Louis. However, the St. Louis model 
implies a trend for velocity, and the meaning of such a trend raises 
essential but unanswered questions. (When M- rather than Mi is 
used in the St. Louis model, the trend in the increase in GNP in 
relation to the increase in money becomes statistically insignificant. 
But even for M- a trend in the velocity itself has been moving the 
velocity term toxvard the initially higher ratio of increase in GNP to 
increase in money stock.) 

To the *ipprt*ti^blc mcrcai»e in velocity in the early part of J973 we shall 
return prc!,ently. 
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Regardl€s?!i ot whether vvc dcJinc money as Mi or M-, velocity 
has an uptrend with decreasing slope from 1948 to 1*^62, For Mj 
this trend continues to the present. Only for does the trend 
become practically huri/ontal, that is, only for Mj does it practically 
disappear — for the period l*?t>2-72. Appropriately constructed 
models with the trend worked into them as a parameter are capable 
of relating the actual path of money CNT to monetary aggregates 
for much longer periods than the past five to eleven years. But such 
models become less convincing the less specific the explanation of 
the trend becomes. After all, a time trend becomes understandable 
only on grounds of an articulate hypothesis as to what is generating it. 

Friedman belongs among those who do suggest a rational ex- 
planation. His explanation is not sufficiently specific, however, to 
permit policy makers to predict with reasonable confidence whether 
in the near future the velocity of M- will continue to be stable (or 
whether the velocity of Mi, which is de-emphasized in Friedman's 
reasoning, will continue to show a decelerating uptrend). Friedman, 
basing his conclusions partly on his and Anna Schwartz's work 
spanning a century of monetary history, suggests that "normally" 
velocity has a downward trend because, with rising rea! income and 
wealth, the public tends to afford itself the luxury of holding more 
money per unit of output. However, as a result of the inflationary 
tendencies of the postwar era — or rather of the public's gradually 
awakening awareness of these— a velocity-increasing effect developed 
which, in the postwar period, has outweighed the velocity-decreasing 
etfect for Mi. For M- during recent years these two forces have just 
about balanced each other. Friedman suggests that, at rising stan- 
dards of living, the velocity-decreasing effect of a relatively increasing 
demand for liquidity will sooner or later reassert itself on balance. 

Reasonable as such suggestions concerning the factors causing 
nonlinear trends may be, one is tempted to look for a rule of thumb 
by which monetary policy can be guided in the immediate future 
without relying, on vaguely explained trends. A tendency toward 
stability of the velocity of M- has now been observable for a number 
of years. A policy mindful of this fact — particularly of the relation 
between two-year averages of the growth of M2 and the second 
year's increase of money GNP — would be moving in a framework 
that represents a far-reaching simplification of a generally acceptable 
system, sufficiently so to make ''playing it by ear" at times inevitable. 

Money Supply Targets* In trying to estimate the desirable 1973 rate 
of increase of money CNP, we make four jointly reasonable assump- 
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tions. With very little further cyclical expansion from the last quarter 
of 1*572 to that of 1^73 (with no cyclical reduction of the overall 
unemployment rate below about 3 percent), it is at^sumed first that 
the labor torco would rise by - percent and second that output per 
man-hour in the economy as a whole would rise by 3 percent. Third, 
we assume that we may add to the resulting 5 percent real GNP 
growth V:: percent for a very small amount of cyclical expansion after 
the last quarter of I97z at which time the unemployment rate was 
5^/4 percent. Fourth, we make a 5 percent allowance for the rise in 
the implicit GNP deflatoi for the year as a whole {a point to which 
I shall return presently). These four figures— 2, 3, Vz and 5 — add up 
to a 10^ : percent increase in money GNP. On the assumption that 
the past regularities in the behavior of the velocity of M- will carry 
over into the unusual year 1P73 the calculation uwuld suggest for 
1P73 an increase of roughly 10 percent in Mj, only about 1 percentage 
point less than the 1P72 increase. However, knowledge of the first- 
quarter increase of money GNP in 1P73 and a guess concerning the 
subsequent increase strongly point to a velocity-increasing effect of 
the expectations generated by the unusually steep price trend of this 
period. We now have been obtaining a 2 to 4 percentage point 
increase in money GNP in iuidition to what could be expected on the 
basis of calculations of the foregoing type, and this suggests the 
desirability of keeping the 1^73 increase in M- down to about 
6 percent. 

As for the inflation allowance made in our rough calculation — 
5 percent in terms of the implicit deflator for the year as a whole — 
this is greater than the allowance that would have been justified for 
1972. We have seen that for the first half of 1973 a larger allowance 
will be required but the policies affecting the first half of this year 
are matters of the past. By using sufficient restraint from now on, 
policy should try to achieve the result that by the second half of the 
year further increases in the general price level should not be much 
steeper than they v;ould have been if the temporary price spurt had 
not occurred. A rate of increase in the implicit GNP deflator by 
5 pertent during 1973 might imply a rise by less than 4 percent at 
annual rate during the second half of the year, though at the present 
writing the estimates for the first quarter of 1973 are merely pre- 
liminary and no second-quarter estimates are as yet available. 

From the final quarter of 1972 to that of 1973 the growth in 
real CiNP would then be about 5^2 percent and the growth of money 
GNP about 10* 2 percent. Only for one or two quarters would this 
desirable course of events probably involve an annual real-GNP 
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growth rate M I'vs^ than the normal long-run rate ot 4 to 4* 2 percent. 
This in itself would not imply a rccesfiion. However, an attempt to 
put the economy on the path sugget^ted would soon lead to a setback 
if the cost trends that are developing should be steep enough to 
involve insufficient profitability for businesses unless the CNP deflator 
rises by considerably more than the inflation allowance made in our 
calculation. Given such cost trends the policy contemplated here 
would turn out not to have left sufficient room Tor the needed price 
increases on the quantity of output we have implied. It is better to 
ttikc thi^ ri^k thiin to face ilic ulhu ccrtahity of i? ^omcwhiit delayed 
but much triore Hih'rc rceest^ion. 

Later, when hopefully we would be moving near our normal 
growth path and would not have started the year with 8 percent 
growth in real CNP, we should aim for real growth at a rate of 
somewhere between 4 and 4V2 percent. With an inflation allowance 
of less than 3 percent, this would yield growth in money GNP at a 
rate of about 7 percent. The normal growth rate so described 
includes no allowance whatever for cyclical expansion, whereas a 
slight allowance for this was justified when we started from the last 
quarter of 1*^72. Nor does the normal growth rate include any accom- 
modation for a post-recession catching up of labor force and produc- 
tivity increases. Nowadays the ''normal" growth of the labor force 
may be estimated at slightly less than 2 percent and that of man-hour 
output in the economy as a whole at close to 2Vz percent. 

Differential Hardship Cases in a 5 Percent versus a 
4 Percent Unemployment Economy 

At a more-or-less stabilized unemployment rate of 5 percent overall 
(as estimated by U.S. survey methods), the social hardship caused by 
unsuccessful job-seeking is smaller than most foreigners would infer 
from this figure. But there is a problem, compared with the hardships 
existing at 4 percent unemployment, and only through experimenta- 
tion can we discover the least unattractive measures for coping with it. 

For some time now I have been suggesting that it would be 
advisable (1) to arrive at an estimate of the difference between the 
number of persons with a long-term unemployment problem (because 
of long duration or frequent repetition) at a 5 percent overall rate 
and the number with such a problem at a 4 percent rate and (2) then 
to try to provide subsidized work opportunities mostly in nonprofit 
activities to a number of persons not exceeding this difference. This 
would, of course, turn out to be the difference between a fraction of 
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5 percent and an even snuiier traLtion of 4 percent, The program 
would imply selecting up fo tJic Ihnit dcfincti hu f/n> liif^crcucc the 
most suitable members of the labor Force from among those who 
at a 3 percent overall rate arc faced with a long-term unemployment 
problem involving hardships. The program would involve subsidized 
employment on a limited scale at a cost that could he covered by 
tutting various other manpower programs that have proved unprom- 
ising. The Losts could in any event be partly borne by state and 
local governments whose financial situation is now enviable compared 
to that of the federal government. In the case of teenagers and some 
others, js well, the concept of subsidized criploymcut might well 
shade over into that of subsidized fni/Min^;. 

This way of reducing the overall unemployment late to the 
neighborhood of 4V2 percent would be much less damaging than 
reliarue on further expansionary policies. Also, subsidized employ- 
ment on a limited scale is preferable to subsidized idleness by means 
of ''welfare"'type payments. F-lowever^ even the latter is a distinctly 
less objectionable way to alleviate hardship than would be the effort 
(at best temporarily successful) to raise the employment rate to a 
high level by policies involving accelerating inflation. 

Such a program of subsidized employment would have the 
desir.ible by-product of greatly reducing political pressures to carry 
expansionary policies too far. Some past and prospective legislative 
measures, however, have not improved the chances of agreement on 
such a reasonable course of action. In the introductory section of 
this paper -the Overview — it w.is pointed out that the lack of focus 
of the Emergency Employment Act led to experience which helped 
throw a Kid light on programs of employment subsidization. And 
the impending increase of minimum wages will further increase the 
rigidities in the wage structure that are largely responsible for the 
toevistence of shortages in major labor categories with considerable 
unemployment in other categories. Whether for these reasons or 
others, policy makers' views on the problem of the limits of reason- 
able demand expansion do not seem to have crystallized. This, how- 
ever, is a dangerous state of affairs. In practice uncrystallized atti- 
tudes wavering— have led to undesirable consequences. 

What are the main symptoms of this wavering which, given the 
political pressures, are perhaps understandable but must not be 
allowed to continue? 

Ciradually the public has been told by competent spokesmen 
of the government that, in the present circumstances, the 4 percent 
unemployment target is unrealistic and that the implications of any 
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given overall unemployment rate are very dit+'ercnt now than they 
were at the time when 4 percent was defined as the appropriate 
interim target and a 5 percent ligure was considered much too high. 
What the public has been told in this regard is the truth. That it is 
the truth is borne out by the data set forth above about the various 
specific unemployment rates that correspond today to an overall rate 
of about 5 percent — the specific rate for married men and a good 
many other important specific rates. Policy makers have rightly 
stressed also that at present less than 40 percent of the unemployed 
consists of adult men, .:nd very little more than one-half consists of 
workers who have either lost or left their jobs just before becoming 
unemployed (the others being new entrants or reentrants into the 
labor force). It has often been added that about half the total num- 
ber of unemployed has been unemployed for less than five weeks, 
which is a fact of considerable importance even if it conveys no 
informatic>n 4»bout the number of spells of unemployment experienced 
in any year by those included in the count. Furthermore, when a 
family changes locations because of a more promising job for one 
of the spouses, it is often inevitable that the other spouse should 
have to look around for a while before finding suitable employment. 
This fact and the relatively high proportion of new entrants among 
women explain why women have a higher unemployment rate than 
men, as well as shorter average duration of unemployment. Higher 
than average unemployment rates for teenagers (a large proportion 
of whom are students) and for the age class 20 to 24 also have 
"legitimate" explanations, 

All this is true and relevant to the problem. But it remains true 
also that more individuals suffer long-term joblessness in an economy 
with 5 percent unemployment than in one with 4 percent unemploy- 
ment, and that this poses hardships for some whose interests policy 
makers will not in fact neglect. Any policy maker talking himself into 
the mood that he will persist in neglecting this aspect of the problem 
is insincere with himself. 

Hence, while most official statements on employment policy 
emphasize the relatively small hardship component of the present 
rate of unemployment, it nevertheless is a fact that in the period in 
which excessive momentum was built into the economy most of them 
also expressed the judgment that enough expansion shouid and 
ivouUi be generated to reduce the overall unemployment rate well 
below 5 percent. A remarkable corollary to this, a giveaway as 
concerns a wavering condition of mind, is the emphasis of officials on 
the so-called full-employment budget~ii>/f/i the implication that what 
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^rcalh nuittcr:^ i> tJic rchuiinisliip hctivcoi btid<i,ctary outlay and 
revenue at a 4 percent latcmploymctit rate. Such a position has 
a number oi built-in contradictions. It i*? time to recognize clearly 
that the exercise ot detininfi enipluyment rate objectives without 
regard to the specific rates and then ot trying to uchieve am- 
bitious goals by expansionary monetary and fiscal policy is prac- 
tically certain to be a self-defeating way to deal with our social 
problems. This is a method leading, after a brief detour over a 
significantly inflationary period, to unnecessarily high unemployment 
levels, to insufficient profitability of investment, and to a low level 
of busines*4 activity. 

It may not be too late to correct the overheating that has 
resulted from failure to develop a firm attitude to these matters. It 
may be too late to achieve this without ri^kin^ a mild setback, but 
not too late to achieve it without causing a severe recession. 

Conclusion 

Some points bear repetition. Under pressure our policy makers have 
acted as if employment policy goals — mainly these goals — justified a 
degree of monetary-fiscal ease leading to overexpansion. Today, 
capacity utilisation rates are very high in a large number of indus- 
tries and unemployment ra!#N for many important labor categories 
are near those observable in the mid-sixties when inflationary short- 
ages started causing long-lasting trouble. Special difficulties originat- 
ing in the raw materials sector — most of which will prove temporary 
unle^ti they come to affect the trend in unit labor cost — have further 
complicated matters. Had it not been for these special difficulties and 
for the rapidity with which we have been moving, overexpansion 
would have become observable at a slightly later stage — but only 
slightly later. 

Whether or not the policy of restraint advocated in this paper 
would lead to a cyclical setback early in 1^74, or possibly even toward 
the end of 1*^73, cannot be predicted with assurance. It could avoid 
any noteworthy setback if awareness of the restraints among unions 
and employers prevented the perpetuation of "temporary" price 
pressures via steep wage trends. At any rate, a policy of ease — one 
that is willing to generate enough effective demand to finance the 
price trends corresponding to steeply inflationary cost trends at high 
activity levels — would involve very much more serious dangers. Such 
a policy \vould result in a somewhat delayed but all the more severe 
cyclical contraction. 
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Appendix: The Controversy about ''Nco*Kcyncsianism" 
and "MuntftariBtii" 

A disiU>>ion ot the ilictts ut piOiiics o\ iA[>ansion and of restraints, 
needs to move in an analvtiial {ramework. For the pur^msc of the 
analysis presented in this study it made sensi* to use a framework 
pbk'ins a somewhat one-sided emphasis on the role of the money 
supply, though such ^ramework has major weaknesses as do all 
relatively simple tools which are readily usable in ad lioc policy 
making. These statements require clarilieation. 

Any logiially appealing general analytical framework is too com- 
plex to be employed when, in a situation such as the present, guid- 
ance is sought for prompt decisions. An appealing general framework 
would have to lease a number of pofsihililic^ opcfi, in the sense of 
making the uutct^me in these regards dependent on a large number of 
variables about the effects of which not enough is known. For the 
present purpose three such possibilities will be distinguished. The 
second of these is of interest mainly because it needs to be understood 
"on the way to the third." 

(I) In connection with the tirst possibility the key statement to 
be formulated is that the expansionary effect of an increased money 
supply on money income nun^ depeJid on wliefljer tJte public' f demand 
for motley /ui/<?ncL\s per unit of income increni^^e^ merely $li<ihtly or 
rtvw ^roiiil}^ when the moneu rate of ititere^t loioered. If, for 
example, the nKinetary authorities increase the money stock by acquir- 
ing part of a given quantity of government securities, they thereby 
may lower the money rate of interest on these. The result will then 
be that the public will spend only part of its additional money on the 
acquisition of private securities and goods, because it will also increase 
its money-holdings per unit of income at the lower interest rates. 
At these lower rates liquidity is less costly; and having increased the 
weight of privately issued securities in their portfolios, the owners of 
assets will want to hold a larger quantity of money per unit of their 
income, By this reasoning we may conclude that even if the Federal 
Reserve increases the money supply by buying prixmtely issued secu- 
rities, interest rates on these will be lowered, the public will want to 
hold more money per unit of its income, and hence it will not increase 
its expenditures by the full money-equivalent of the securities that the 
monetary authority has removed from private ownership, 

S^y the same type of reasoning we would conclude that if the 
government issues additional government securities and the money 
supply is not enlarged, interest rates will increase, and liquidity will 
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hecomi? more co^itly. Having increased the weight of government 
securities in their {Hntfolios, the owners of assets will want to hold 
a smaller quantity of money per unit of income at the higher interest 
rate. HenLe fis*.al policy may raise the total amount of expenditures — 
public plus private expenditures — for any given stock of money. 
So much for the ''first possibility." 

(2) In connection with the second possibility, to be explored 
mainly to prepare the ground for the third, the kiy statement is that 
the expansionary effect of an increased money supply on money 
income mny not depend iniportiv^th^ on liow the public's demand for 
money balances per unit of income is influenced by chans^es in the 
money rate of interest. 

We niw consider the possibility that the interest-rate effects of 
money-creating operations of the Federal Reserve (or the interest- 
effects of the Treasury's security floatings) last only for a short 
transition period during which the public decides what to buy with 
the additional money it has acquired (or what purchases to forgo 
because of having spent more money on government securities). If 
government seLurities arc removed from the public's portfolio by 
means of the money-creating operations cf the Federal Reserve, the 
amounts that the public obtains for these securities will be fully 
spent for privately issued securities and for commodities. Money- 
creating activities of the Federal Reserve by means of the purchase of 
privately issued securities would also lead with a short lag to the 
purchase of an equivalent quantity of newly issued securities and 
additional goods. This is not because the public's demand for money 
per unit of its income xuould remain unaffected by changes in the 
money rate of interest but rather because, given the public's price 
expectations, the money rate of interest does not change. The money 
rate does not depend on the supply of money ffexcept for an interest- 
rate effect during a brief period of transition), Assuming given price 
expectations — ^an assumption that will be relaxed in the discussion of 
our third possibility— and disregarding a brief perioc^ of transition 
during which the interest rate influenced by changes in the money 
supply, the rate is determined by the productivity of investment. 

For this same reason the issu nee of additional government 
securities at a given money supply will not raise the money rate of 
interest for more than a brief transition period, Hence this policy 
will result not in decreased money holdings per unit of income JUt 
in lesser outlays on private securities and on goods. The sum of 
government and of private spending will remain unchanged, given 
the money supply, 
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The coriLlusion under our i^ewond poss^ibility i*; th.3t, by increasing 
the money supply, we may bring about an increase in money income 
at a constant money rate oi intereeit, and without changing the ratio 
of the increased money sto^^k to spending and to income. Fiscal 
operations that are not supplemented by monetary operations will, 
on the other hand, have no important effect on total spending and 
income, except during a transition period. It fiscal operations arc 
supplemented by changes in the money supply, then the observed 
results — except those ot a relatively brief period of transition — arc 
attributable to the monetary and not to the fiscal part of the joint 
operation. So much for the second possibility. 

(3) Thirdly, the possibility exists that the propositions in (2), 
including the italicized key ^tnfcmcut, prove valid with the addition 
iUui miuiifiiiifion to be expressed in (a) and (b): 

(a) VVhat is determined by the productivity of investment and 
what, aside from a brief transition period, remains unaffected by a 
change in the money supply is not the money rate but the real rale 
of intercut, obtained by deducting from the money rate the expected 
rate of price increase (or adding the expected rate of price decrease). 

lb) By increasing the supply of money, policy makers may well 
<'tccpcn inflationary expectations — thereby raising money expendi- 
tures all the more. In view of (a), this implies that expansionary 
monetary polity may well rui^c the money rate of interest. This, of 
course, is in particularly sharp contrast fo the first of our three 
possibilities. 

In all three cases, it should be borne in mind that an increase in 
the money supply is apt to become associated with a smaller increase 
in real income (or output) than in money income^ because of the 
increase in the price level occurring when money income expands. 
Furthermore, it should be added that, in the event of fixed exchange 
rates, none of these possibilities have much relevance to a s^mall and 
open economy. This is true because if the money supply is increased 
in such an economy alone, then most of the addition to the supply 
flows over into other economies at an approximately unchanging 
money rate ot interest. But the United States has, of course, a very 
large eionomy. And it does not at present have fixed exchange rates. 

An analytical framework claiming "general validity" should 
allow for all three possibilities set forth above. If we had sufficient 
knowledge of the workings of our economies, we should be able to 
relate the probability of these alternative outcomes to specified 
economic variables. The present state of knowledge is insufficient 
for handing to policy makers a useful formal model of this sort 
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Hence, after a largely intuitive or "casual" appraisal of various 
factors, we need to ^^impUfy the analysis by placing the emphasis on 
one or the other of these possibilities. 

The framework usually labelled neu-Kcynesian and that usually 
described as quantity-theoretical (sometimes also as "monetarist") 
represent such simplifications. The nco-Kcunc^uvi simplifiCiUion 
palaces the cmyha^i<i on the firmt of our three pos^^ibilitics and the 
quantity-theoretical on the i^econd or the third, mostly attributing 
cons^iderable importance to the third possibility. It follows that a 
general analytical system that would allow for all three possibilities 
can be obtained by introducing additional elements either into a 
so-called neo-Keynesian or into a quantity-theoretical (monetarist) 
framework. A system thus obtained could not legitimately carry 
either of these labels. Indeed, it is questionable how good these 
conventional labels are even for describing the simplified frameworks, 
but in this regard it seems best to follow the ruling conventions. 

An explanation is given in the text of why, for the specific 
purpose of this analysis, it seemed appropriate to bear primarily the 
second and the third possibilities in mind. 
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